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LETTER OF TRANSMITTAL

The Committee on Finance,
Washington, D. C, December 28, 1956.

To the President of the Senate

:

Sir : I have the honor to submit a report by the staff of the Joint

Committee on Internal Revenue Taxation, dated December 27, 1956,

relative to the desirability of continuing in its present form section

168 of the Internal Revenue Code of 1954, authorizing a 5-year tax
amortization writeoff on the basis of certificates of necessity issued by
the Office of Defense Mobilization.

The 5-year amortization provision was first enacted during World
War II in connection with the imposition of an excess-profits tax. At
that time it was estimated that World War II might last for a period

of at least 5 years and that the provision was necessary to provide

adequate facilities for the prosecution of World War II. During the

Korean war an excess-profits tax was again imposed, and the 5-year

amortization provision was again enacted to speed the construction of

facilities essential to the prosecution of that war. The Korean excess-

profits tax expired under the terms of the law on December 31, 1953;
however, the 5-year tax amortization program of the Korean war has
been continued in the code, in spite of the fact that more than 3 years

have? elap ;ed since that w; :• was terminated.

it has been stated that the amortization provision is necessary to

encourage construction of facilities which it is estimated will be needed
in a future war. Necessarily, such estimates are highly speculative

and subject to frequent changes. When a certain goal of expansion
is reached today it may be modified tomorrow. Considerable hard-
ship might occur from a competitive standpoint in granting a certifi-

cate of necessity to one manufacturer and denying it to another. After
peace was declared, in 1953, 6,000 certificates of necessity were issued

by the Department of Defense, covering investments of $13 billion

and tax writeoffs of $7 billion. This greatly exceeds the World War
II figures.

The report clearly demonstrates that section 168 of the Revenue
Act of 1954 should be modified, if not repealed. On the basis of cer-

tificates issued between the years 1950 to 1956, it is estimated there
will be a loss in revenue of approximately $5 billion, none of which
can begin to be recovered until 1961. This is a hidden cost for which
no appropriation is required by the Congress. Its effect makes it

more difficult to balance the budget or reduce the tax burden of tax-

payers not receiving such a benefit. The granting of such broad
powers to the Office of Defense Mobilization is not, in my opinion,
in the public interest.

1 favor the repeal of section 168 of the Revenue Code of, 1954, except
insofar as it applies, to facilities directly connected with the national
defense.

Respectfully.

Harry F. Byrd,
Chairman, Committee on Finance.
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Congress of the United States,

Joint Committee on Internal Revenue Taxation,
Washington, D. C, December 27, 1956.

Hon. Harry F. Btrd,
Chawvnan, Committee on Finance,

Washington, D. C.

Dear Senator Btrd: There is transmitted herewith, at your re-

quest, a report by the staff of the Joint Committee on Internal Rev-
enue Taxation as to the desirability of continuing section 168 of the

Internal Revenue Code of 1954 in its present form.
Respectfully submitted.

Colin F. Stam,
Chief of Staff.





PREFACE

Section 168 of the Internal Eevenue Code of 1954 (sec. 120 A of the

Internal Revenue Code of 1939) permits certain firms to charge off

against taxable income over 5 years a large part of the cost of certain

investments which are essential to national defense. Use of this sec-

tion is conditional upon obtaining a certificate of necessity from the

certifying authority, designated by the President as the Office of De-
fense Mobilization. Through December 12, 1956, the certificates is-

sued under this program since 1950 permitted rapid amortization of

$22.4 billion of investment in emergency facilities costing $38.3 billion.

At the request of the chairman, the staff of the Joint Committee
on Internal Revenue Taxation has prepared the following report

dealing with facts and issues pertinent to any decision as to whether
or not section 168, and the related section 1238, should be continued

in the law as is, or with amendments. The report attempts to set

out alternative policies which the committee may wish to consider,

and to analyze part of the experience under the program as it bears

upon these choices.

In the preparation of this report the staff has received technical

assistance and information from the Office of Defense Mobilization,

the tax analysis staff of the Treasury Department, the Business De-
fense Advisory Services of the Department of Commerce, the Defense
Power Supply Coordinator of the Department of the Interior, the

Federal Power Commission, and the staff of the Joint Committee on
Defense Production. The staff has also used a report on 5-year

amortization issued by the Joint Committee on the Economic Report
and the record of hearings held by the House Government Operations
Committee and the Senate Committee on Interstate and Foreign
Commerce.
Such conclusions as are drawn from this historical and technical

information are solely the responsibility of the staff of the Joint Com-
mittee on Internal Revenue Taxation.
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A REPORT ON 5-YEAR AMORTIZATION OF EMERGENCY DEFENSE

FACILITIES UNDER SECTION 168 OF THE INTERNAL REVENUE

CODE OF 1954

PART I. PROBLEMS IN 5-YEAR TAX AMORTIZATION OF
DEFENSE FACILITIES

1. Rapid Amortization in War and in Mobilization

As a means of encouraging private investment in facilities required

for national defense, section 168 of the Internal Revenue Code of 1954
provides that a part of the cost of certain defense facilities may be
charged off against taxable income in a period of 5 years without regard
to the expected life of the facility. To qualify for this 5-year amor-
tization, the taxpayer must obtain a certificate from the Office of De-
fense Mobilization which specifies that his investment is necessary

defense expansion. The certificate also specifies a percentage of the

cost, on the average about 60 percent, which may be deducted for

Federal tax purposes over the 5 years.

Rapid amortization was used to expand capacity during World War
I, World War II, and the Korean war, at the same time that the excess-

profits tax was imposed. The present rapid amortization was provided
in the Revenue Act of 1950 as section 120A of the Internal Revenue
Code of 1939. These provisions were taken over without substantive

change as section 168 of the Internal Revenue Code of 1954. Since
Korea, the excess-profits tax has been terminated, but issuance of
certificates for rapid amortization of new defense facilities continues.

This continuation was on a notably diminished scale through mid-
1955, but there was considerable pickup in the issuance of certificates

of necessity in late 1955 and early 1956. Certifications dropped
sharply in the last half of 1956.

The question arises whether or not this wartime device is an appro-
priate method of expanding industrial capacity during a semimobili-
zation period which may continue for many years.

Rapid amortization is a form of special Government assistance to

private manufacturers or, bluntly, a subsidy. It is an alternative to

outright Government construction of plants needed in a war. As
does any subsidy, it involves favoring one firm, that gets a subsidy,
over another. On the other hand most facilities needed in a war
will have definite possibilities for postwar conversion. Encouraging
private investment in such plants insures that private enterprise will

operate to find their best peacetime use. Tax amortization, however,
is only one of various methods that the Government can use to provide
this assistance. Guaranteed loans or long-term contracts for purchas-
ing the product of the plant are also used to reduce the risk of private
construction.
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The total certificates issued from November 1, 1950, through Decem-
ber 12, 1956, covered investments with a total cost of $38.2 billion and
provided for rapid amortization of $22.4 billion of this cost. This is

far higher than the $5.7 billion of investment actually, constructed
under certificates of necessity issued during World War II, even
after making allowance for the fact that current costs are roughly
double those of World War II. This difference from World War II
emphasizes an important feature of the current program.

It is appropriate that rapid tax amortization be reexamined in

the present cold-war situation. The sort of expansion needed is now
different than it was in 1940. In a hot war the need for special-

ized end-product plants with a short usefulness, like shell loading
facilities. Preparation for an indefinite future crisis, however, calls

for standby capacity in many normally civilian business fields beyond
present business needs. This extra capacity must be calculated from
rough guesses as to the nature of this future war and the Government
assistance for particular expansions must be inserted into an other-

wise competitive economy.
The typical problem intended to be dealt with by rapid tax amortiza-

tion in a wartime period was the case of a plant that would be used at

a high rate during the war years and then might be nearly useless

after the war.1 Rapid tax amortization is an obvious sort of assist-

ance in this case because it involves merely charging off the cost of the

plant during the brief period in which it can produce income. In
such cases, if the percentage of postwar usefulness is correctly calcu-

lated, or guessed at, and if the war happens to last 5 years it could
fairly be said that rapid tax amortization is not a subsidy at all, but
only good accounting which recognizes the cost of obsolescence.

In the present situation, where certificates are used to provide addi-

tional capacity that would be available in some future war, there is

usually a reasonable certainty of ultimate civilian use for the invest-

ment. A future war, for example, might well require that most of
our plants work on double or triple shifts. This would greatly in-

crease the requirements for electric power. The only way that this

sudden power need could be dealt with without major disruption would
be to provide at all times considerably more power capacity than we
need currently. Expanding for uncertain future requirements means,
of course, that we must do a great deal of guessing about what this

future war will be like. One obvious guess would be the extent of
domestic bomb damage that should be assumed.
The case for emergency tax amortization in a mobilization period

does not have the same justification that it would have in a war period.

Under the broad interpretation of the existing provision by the Office

of Defense Mobilization, the benefits of tax amortization could be
extended to every segment of our economy during a period when com-
petition is keen and taxes play such a important role in economic
development. It could be granted to one manufacturer and denied
another. It could be applied to one area and not in another area,

irrespective of the fact that the Constitution requires geographic
uniformity throughout the United States in the imposition of taxes.

Facilities which are extra at the present time will be needed in a few

1 House Rept. No. 2894, 76th Cong. (Second Revenue Act of 1940), p. 16.
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years because of the growth in civilian demand. Allowing a charge-

off of a large percentage of the cost in the early years when the ex-

panded plant is likely to be underutilized certainly does not cor-

respond to the cost of obsolescence.

It has been suggested, so far, merely that the wartime answer of 5-

year amortization does not fit the peacetime defense problem. This
report is a survey of the considerations relevant to an evaluation of

this new role of emergency tax amortization in a protracted period

of semimobilization for war.

2. Summary of Policy Alternatives

What is attempted here is to lay out certain alternative courses of
action and to note some of the consequences of each course. These
are presented at this point in order to draw attention to those parts of
the following factual and historical material that may be relevant to

things that the Congress could consider doing at this time.

A. REPEAL OF SECTION 168

The question of whether or not there is need for some program to

encourage construction of defense facilities is beyond the competence
of this report. The question here is whether this should be accom-
plished through the tax laws.

The committee might give serious consideration to recommending
repeal of section 168. It is pointed out elsewhere in this report that
in significant areas covered by the emergency amortization program
the matter of keeping a mobilization reserve is something like running
on a treadmill. In some areas the requirements continuously increase

at a rapid rate and simply maintaining the present level of prepared-
ness will require issuance of a very considerable dollar volume of cer-

tificates in the future. While continuation of rapid tax amortization
may contribute to defense preparedness, it will involve significant

costs. It should also be borne in mind that, since the adoption of

rapid tax amortization, the alternative of normal depreciation has
been greatly liberalized.

The tax amortization method of inducement is relatively hidden.

No appropriations are necessary, even though a considerable cost is

imposed upon the Federal Government. The principal advantage of
the tax method in World War II, that it met the problem of facilities

with doubtful future use, is not present now because most facilities

under the program have an assured future use. Nevertheless, it could

be argued that a limited form of tax amortization is well established

and a new method would have to show a significant advantage to aban-
don amortization altogether.

The tax approach has many drawbacks.
(i) It benefits only a company with an assured current income large

enough to take the large current deduction. It is, therefore, an induce-

ment to a small company only in rare cases where the large income is

assured.

(ii) The fact that tax amortization is a hidden benefit could be
considered a drawback. If the budget is to be balanced larger burdens
are imposed on the rest of the taxpayers but this does not show up as a
cost of defense in the budget.
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(iii) The advantage of a certificate to a taxpayer, and similarly its

cost to the Government, is greatly influenced by completely unknown
future tax rate changes.

(iv) Under the approach of speeding up income-tax deductions
there are certain possibilities for deducting against ordinary income,
what would otherwise be only a deduction against the lower capital
gains tax. The benefit obtained may thus be considerably more than
was intended.

If the Congress repealed this section of the Internal Revenue Code,
it could then decide whether more direct means should be authorized
to provide for an adequate defense, such as greater use of long-term
procurement contracts, guaranteed loans, or direct subsidies.

B. REVISED DEFINITION OF INVESTMENTS ELIGIBLE FOR CERTIFICATION

If section 168 is continued in the law it might be possible to deal

with one drawback to the tax approach, viz, the absence of legislative

control over the issuance of certificates which can commit the Govern-
ment to a large financial loss. In more specific terms, the question is

should the program somehow be limited to important defense pro-

grams % Two avenues appear to be open in this direction : ( 1 ) A fur-

ther spelling out in the statute of the conditions under which cer-

tificates may be issued; or (2) a procedure for congressional approval

of specific expansion programs undertaken by ODM.
The first approach involves something like writing a statutory

definition of defense essentiality. One possible definition would re-

strict the certification to facilities for producing goods or services

which are sold for the most part on Government defense contracts or

subcontracts. The approach broadly would be to eliminate from
amortization the large area of standard commercial articles or serv-

ices which are also eliminated from contract renegotiation or the sec-

tion could be limited to the production of facilities directly con-

nected with the national defense, such as guided missiles, nuclear

weapons, atomic energy facilities, and the like. If the amortization

provision is to be extended beyond such facilities directly affecting

the national defense, it is believed that each extension should have the

specific approval of the Congress.
Another possible statutory amendment relating to the definition of

eligible investment would be a limitation of rapid amortization to

facilities of doubtful postemergency usefulness. This would in sub-

stance be very close to repeal of section 168 since such facilities consti-

tute only a small part of the present program. Other forms of en-

couragement for needed expansion might still have to be provided in

most of the fields now under the rapid amortization program.

C. CONGRESSIONAL APPROVAL OF PROGRAMS

If there is no revision in the statutory statement of the conditions

under which certificates are to be issued, it would still be possible to

devise a system of congressional checks on certain specific broad
decisions taken by the administrators.

One way in which this could be accomplished would be to provide

that rapid amortization certificates could be issued only Under goals

that were opened in a formal way. A goal would be an objective for
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expansion in a particular product or service. The opening of a goal

would require first an announcement by the Office of Defense Mobiliza-

tion. This announcement would take effect at the end of, say, 60 days

unless it was vetoed by congressional action. The whole procedure

might be patterned on the present congressional veto of Presidential

reorganization plans.

This proposal basically involves a system of mutual vetoes. A con-

siderable danger in the present situation is that great pressures can

be brought to bear to exploit the defense connection of a particular

industry. Particular individuals may resist these pressures but th9

fact remains that the pressures are there. The administration should

not be required to stand alone against these pressures. Under the

proposal, pressure to open a new goal could be brought upon the

administration but there would still be the opportunity to rescind the

action if it could not be established to the satisfaction of the Congress

that the defense needs were real or that tax amortization is a good
method of meeting the particular need. Details of this proposal

would have to be worked out.

D. TECHNICAL CHANGES IN THE TERMS OE EMERGENCY AMORTIZATION

If it is decided that rapid amortization is to be continued, some
technical modifications of the statute should be considered.

(a) 5-year period.—As was pointed out earlier, the 5-year amor-
tization period was adopted in view of a war situation that might
well have lasted 5 years. That period has no particular justification

now. The Congress may want to consider a longer period, or a period

defined in a different way.
The 5-year writeoff period involves a much larger benefit for a

long-lived asset than it does for a short-lived asset. For a 10-year

asset, for example, the benefits of 5-year amortization are almost the

same as the benefits of the sum of the digits depreciation. In the

case of a 50-year asset 5-year amortization constitutes a very signifi-

cant benefit. To an extent the administrators can vary the percent-

age of certification between industries or between types of assets to

try to equalize the incentive effect of rapid amortization. This is

not a satisfactory solution, however. It may be an improvement
to change the terms of the speedup of amortization so that even the

speeded-up deduction would have some relationship to the normal
deduction. It might, for example, be adequate to allow the firm

with a certificate to charge off an asset in one-quarter or one-third of

the normal useful life, otherwise following the depreciation methods
permitted by section 167.

(b) Avoidance of basis step-up without ordinary income tax

The abuse of rapid amortization, that is, use of it to convert ordi-

nary income into capital gains, is dealt with by section 1238, which
provides that the gain on the sale or exchange of an amortized asset

(to the exent of the excess of rapid amortization over normal de-

preciation) should be taxed at ordinary income rates. There are

various ways of avoiding the intent of section 1238. The committee
might want to expand the section to other cases, beyond the simple

sale or exchange, which result in a step-up in basis in order to prevent

potential abuse.



6 AMORTIZATION OF EMERGENCY DEFENSE FACILITIES

(c) Treatment of salvage value

Present law has been interpreted to permit a part of salavage value

to be subject to rapid amortization. The statute could be amended to

require that the full salvage value be taken into account against the

part of the asset subject to ordinary depreciation.

E. TREATMENT OF CONSIDERATIONS OTHER THAN DEFENSE

Section 168 makes defense need the sole criterion for issuance of a

certificate and for determination of the percentage of certification.

Other considerations, however, have been taken into account by the

Office of Defense Mobilization decisions under general terms of the

Defense Production Act which do not refer to tax amortization. The
Congress may want to determine whether such an extension is war-
ranted or desirable to clarify the relationship of these other factors

to defense in the tax amortization program. Two other factors have
received considerable attention.

(a) Small business

The present amortization program has a certain built-in bias against

new or small firms with uncertain income prospects. To encourage
development of a mobilization reserve the firm is permitted to lump
all of its depreciation deductions at the very time when the new capac-

ity is not needed by the market. If this were the firm's only invest-

ment it is doubtful that the firm would expect enough income in the

first 5 years to make use of the high deduction.

The administrators of the program have been aware of the big busi-

ness implications and have given the problem particular attention.

The difficulty is the absence of any precise criteria of what is the con-

gressional policy with regard to small and new business under defense

production program.
In at least two programs the administrators more or less consciously

regarded their assignment to be a small, or new business program as

well as a defense program. In another program the administrators

were criticized by the Attorney General for not giving adequate
consideration to the competition problem.

It would seem clear that amortization will involve more of a cost

to the Government if, in addition to providing defense, the program
tries to improve the share of small business, than if it is merely pre-

venting small business from losing ground.

( b ) Labor surplus areas

Significant preferences, e. g., an extra 25 points in the percentage
certified, are given to applicants for certificates who plan to locate in

labor surplus areas. (Still the element of defense need for the par-

ticular product is present.) From time to time variations of this

general policy have been criticized in the Congress.
It may be desired to give more explicit legislative guidance in the

use of this factor.

3. Brief Outline of Report

Part II of this report provides general material relating to the

present program for amortization of emergency defense facilities.

The first section includes a statistical summary of the program as it
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has operated between November of 1950 and December of 1956 and
an estimate of the effects of this program on Federal tax revenues.
This part also includes a summary of the statute and the imple-

menting regulations of the Office of Defense Mobilization (ODM)
;

a description of the procedure followed by ODM in the issuance of
emergency certificates; a summary of the certificates issued to date;
the revenue effects thereof ; and, a brief, formal analysis of the value
of an emergency certificate to a firm.

This part concludes with a short development of the specific prob-
lems of the present program with which this report is concerned.
Part III contains case studies of the operation of the emergency

amortization program in 4 industry situations, viz, electric power,
freight cars, primary aluminum, and iron and steel. While this is

far less than a complete survey of experience under all of the 225
expansion goals, it is believed that these industry situations.include a
sufficiently wide range of problems to provide a useful picture of the
whole operation of emergency tax amortization. As appropriate,
in these cases attention is given to the criteria for determining de-
fense need, the determination of the percentage of certification, the
allocation of certificates between competing firms and the prospects
of a need for financial assistance for additional expansion in the
future.

Part IV of this report deals with several technical problems in the
purely tax aspects of the provisions relating to amortization of emer-
gency facilities. These topics would merit the attention of the com-
mittee whatever broad policy is taken with respect to continuation of
amortization.
Part V contains a discussion of several nondefense criteria which

have been used or suggested in connection with the various decisions
which must be made in the detailed administration of an emergency
amortization program. These criteria include civilian consumption
needs, the treatment of new and small business and special considera-
tion of investment in labor surplus areas.

85335—56 3





PART II. GENERAL BACKGROUND MATERIAL

1. Statistics on the Program to Date

a. the extent of the emergency amortization program

Between November 1950 and December 12, 1956, 21,673 certificates

of necessity were issued. These covered facilities estimated by the
applicants to cost $38.2 billion and $22.3 billion was made eligible for
5-year writeoff.5 Of the total cost of facilities, $1.2 billion was dis-

allowed as not being of a character eligible for certifications, such as

land, administrative facilities, or replacement of existing facilities.

On the balance, the certificates permitted rapid amortization of 61 per-

cent of the eligible cost. In this period requests for certification on
$20 billion of facilities were denied or withdrawn.
Data on quarterly issuance of necessity certificates is shown in

table 1. The table shows that in 1951 and in 1952 together, about $13
billion of investments costing $24 billion was certified for rapid amor-
tization. Since June of 1952, the issuance of necessity certificates

dropped off until the end of 1954. At the end of 1954, the part of in-

vestment certified for the 5-year writeoffs was running at an annual
rate as low as $400 million a year.

Beginning with the last quarter of 1955, there was a rapid increase in

the amounts allowed for 5-year amortization. In the last quarter of
1955 and the first quarter of 1956, certificates issued provided rapid
amortization on $3.4 billion of investments to cost $6.4 billion which
was not far below the annual rate of the peak years, 1951 and 1952.

Since then, the rate of issuance of certificates has again fallen off.

The Office of Defense Mobilization has explained the sudden in-

crease in the number of certificates in late 1955 and early 1956 as

attributable to an attempt to clean up and close a number of outstand-

ing expansion programs, especially aircraft, freight cars, and electric

power. It is understood at the present time that approximately 23

goals are still open. However, as will appear from the remaining
discussion, it seems probable that some goals now closed must be
opened periodically, if the original objectives of the program are to be
achieved.

6 Once a facility has been certified, the actual cost can be amortized provided it is not
more than 15 percent over the estimate and the design has not been appreciably changed.
On the other hand, some of the facilities for which certificates were issued may not have
been built in time to qualify for rapid amortization.

9
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Table 1.

—

Certificates of necessity outstanding: Cumulative and quarterly
actions, 1950-56

[Dollar amounts in millions]

Year and quarter

Quarterly actions Cumulative totals

Number
of

certifi-

cates

Cost of
facilities

'

Certified for

fast writeoff

Amount Percent
of cost 2

Number
of

certifi-

cates

Cost of
facilities

'

Certified for

fast writeoff

Amount Percent

J

of cost *

1950—November-Decem-
ber

1951—January-March
April-June
July-September
October-December.

.

1952—January-March
April-June
July-September
October-December..

1953—January-March
April-June
July-September
October-December _

.

1954—January-March
April-June
July-September
October-December..

1955—January-March
April-June
July-September
October-December..

1956—January-March
April-June
July-September
October-December.

.

Less adjustment not allo-

cable to periods
Net total, Dec. 12,

1956

149
788

1,385
1,767
1,382
3,524
3,019
1,934
1,051
1,214
1,267
751
524
377
425
339
264
265
390
224
314
305
562
227
124

$1, 401

3,211
3,266
1,933
2,160
5, 975
3. 951

1,984
1,368
1.555
1, 558
1,014
880
527
678
457
233
465
589
812

1,812
1,862
1,707
442
240

$1,004
2, 232

2, 091
1,244
1.211

3,099
1.977
990
700
874
769
507
45K

285
381
279
116
292
296
388

1, 095
1,302
1,022
208
136

149
937

2,322
4,089
5,471

8,995
12,014
13, 948
14, 999
16, 213
17,480
18,231
18, 755
19, 132
19, 557
19, 896
20.160
20,425
20,815
21, 039
21, 353
21, 658
22,220
22, 447
22, 571

21, 673

$1,401
4.612
7,878
9,811
11,971
17,956
21,897
23,881
25, 249
26.804
28.362
29, 37ii

30, 256
30,783
31, 461

31, 918
32, 151

32, 616
33, 205
34. 017
35,829
37. 691

39, 398
39. 840
40,080

-1.838

38,242

$1, 004 .74

3. 236 72
5. 327 70
6.571 70
7,785 68
10,884 64
12 V',! 61
13. 851 61
14. 551 60
15,425 60
16. 194 60
10. Till 60
17. 157 60
17.442 60
17.823 60
18. 102 60
18, 218 60
18. 510 60
18.806 60
19. 194 60
20,289 60
21,591 60
22,613 60
22, 821 60
22, 957 60

-535

22,422 61

i Estimated total cost of projects as shown on applications.
2 Part of the cost of facilities on which certificates are granted may be disallowed as not being of a character

to be eligible for emergency amortization, such as land, administrative facilities, or replacement of existing
facilities. Generally these disallowances reduce the "cost" of facilities by 3 percent. The percentage of

certification is calculated from the reduced figure.

Source: Office of Defense Mobilization.

The industry distribution of certificates issued through 1955 is

shown in table 2. This table shows that the three most heavily bene-

fited industries are the primary metal industries, the railroads, and
the utilities (particulrly electric power). Certificates covering very
substantial investments were also granted the petroleum industry, the
chemical, and the mining industry.
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Table 2.

—

Distribution of outstanding certificates of necessity, by industry group,
as of Dec. 28, 1955

[Dollar amounts in millions]

Major industries
Number of
certificates

outstand-
ing

Cost of
facilities '

Certified for fast writeoff

Percent of
cost of
facilities

Total, all industries

Manufacturing industries, total

Primary metal industries
Chemical and allied products
Products of petroleum and coal
Transportation equipment
Machinery (except electrical)

Pulp, paper, and board mills
Electrical machinery, equipment, and supplies
Ordnance and accessories

Other manufacturing industries

Nonmanufacturing industries, total

Utilities and sanitary services
Railroads
Mining
Pipeline transportation
Water transportation
Air transportation
Other nonmanufacturing industries

20, 479 $34, 081 $19, 763 58.0

13, 477 16, 487 10, 174 61.7

1,715
1,060
621

2,423
3, 150

117
1,211
1,116
2,064

5,654
2,989
2,715
1,266

l.

:

812
550
347

3.921
1,597
1,658
815
515
419
322
229
697

69.3
53.4
61.1
64.4
59.5
51.7
58.6
66.0
54.1

7,002 17, 594 9,589 54.5

920
2,114
609
235
745
43

2,336

6,417
5,042
2,316
1, 263
897
560

1,098

2,834
3,262
1,550
329
533
443
640

44.2
64.7
66.9
26.0
59.4
79.1
58.2

1 Estimated total cost of projects as shown on applications.

Source: Office of Defense Mobilization.

As of October 17, 1956, 399 applications for rapid amortization were
pending before the Office of Defense Mobilization. Of these, 211 were
not, at that time, eligible for certification under any open or unfilled

goal. The total estimated cost of facilities that were to be constructed
under these applications was $3.7 billion

; $1.6 billion of this cost was
accounted for by applications for steel production facilities and $1.4
billion for applications for commercial aircraft.

One hundred and eighty-eight applications were pending under
expansion goals that were open. These applications could be eligible

for certification. The plants proposed to be constructed under these
applications would cost $935 million. About $300 million of this cost
is accounted for by the manufacturers of equipment for the genera-
tion of electric power. About $150 million of the cost is accounted
for by application for facilities for production of procurement items
for the armed services and the Atomic Energy Commission. An-
other $150 million is accounted for by facilities for research and de-
velopment related to defense. The grand total of cost of facilities for
which applications were pending was $4.6 billion.

B. REVENUE EFFECTS OF THE PROGRAM

The principal effect on Government revenues, due to emergency
amortization, is a postponement of receipts. Deductions taken in the
first 5 years will reduce taxes then, but will not be available at the time
when they would have been taken under a normal depreciation sched-
ule, and thus taxes in these later years will increase. Also, on balance,
the original tax decreases will be somewhat higher than the later
increases.
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Revenue estimates of these effects can only be made for certificates

which have already been issued. As has been indicated, carrying out
the stated purpose of the program might require issuance of a large
amount of additional certificates.

Even a revenue estimate of the effects of the certificates already
issued involves making some prodigious guesses. As shown in table 3,

on the basis of certificates issued through October 1956, there will be
a net postponement of roughly $5 billion of Federal tax revenues
between the years 1950 and 1960. This will begin to be recovered by
higher tax collections starting in 1961. About half of the loss would
be recovered by 1976. The remainder less about one-half billion

dollars net loss would be recovered over the next 30-odd years fol-

lowing 1976.

Table 3.- -Changes in tax liabilities under accelerated amortization,
issued through Oct. 31, 1956

Certificates

Calendar year Tax de-
creases

Tax in-

creases
Calendar year Tax de-

creases
Tax in-

creases

1950 7
113
308
583
737
892
918
745
543

1959 302
481951 1960

1952 1951 126
1953... - 1962-66 (average) ... 239
1954... 1967-71 (average) 122
1955. 1972-76 (average). _- 99
1956 Total, 1950-60

Total, 1961-76
5,196

1957 2,426
1958 Total, after 1976 2,326

Because of the difficulty in settling upon a workable assumption for
making this revenue estimate, a brief comment on two of the assump-
tions is in order.

(i) It was assumed that half of the assets involved had a useful life

of 10 years and the other half 50 years. Actually, there is a rela-

tively larger than normal proportion of long lived investments in-

volved in rapid amortization. The calculated revenue effect will

depend on both the average age assumed for investments and the
dispersion of ages between long, medium, and short lived investments.

(ii) It was assumed that taxpayers would have used one of the
rapid depreciation methods under the 1954 Code (for assets acquired
after 1953) if rapid amortization was not available.

Beyond the matter of the size of postponements, there will be some
net losses to the Government in this matter. The speedup permitted
some deductions to be taken against excess-profits tax in 1950-53 which
ordinarily would only have been allowed against corporate normal
and surtax. If the corporate tax rate goes down as scheduled in 1957
to a combined 47 percent the amortization arrangement will have per-
mitted taxpayers to take deductions against a 52-percent tax that
would otherwise have been allowed against a 47-percent tax. It is

estimated that these absolute losses will amount to about $450 million.
This loss is taken into account in table 3.

In addition there may be other absolute losses which cannot be esti-

mated. In some circumstances 5-year amortization will permit a loss

to be taken against ordinary income where otherwise it would have been
taken in a year with no net income (and would not have been carried,

over or back). Also there will be a net revenue loss if a transaction
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can be arranged to restore the tax basis to an amortized asset (per-
mitting new depreciation deductions) without a simultaneous recog-
nition of ordinary income.
In addition to possible absolute losses of revenue there is the matter

of postponement itself. One way to describe the significance of this

postponement is to calculate a hypothetical interest cost to the Fed-
eral Government of the borrowing that would be required to finance

this postponement of taxes. On the basis of the revenue postpone-
ment shown in table 3 there would appear to be an interest cost to the
Federal Government through the year 1976 totaling roughly $3 billion.

There would be some additional interest cost thereafter which is

greatly influenced by the assumption of normal useful lives of the
assets subject to rapid amortization. Very roughly, this additional
interest cost could be put in the general neighborhood of $1 billion.

For these interest calculations the present average rate of interest on
the entire Federal debt, 2.63 percent, was used. Use of current bor-

rowing rates, which are over 3 percent, would show a higher interest

cost.

It is reasonable to point out another aspect of this matter of revenue
postponement. If the Federal Government follows some rule of
budgeting, for example, keeping a balanced administrative budget,
then revenue from one taxpayer postponed this year must be made up
by keeping rates on other taxpayers higher than they otherwise would
have been. When the postponed taxes are ultimately paid the other
taxpayers get a break, but by that time there may be different "other
taxpayers." The significance of all of this is that it is fair to say that

the period of the 1950's, when the costs of a large defense program are

being met, taxpayers without certificates of necessity for rapid amorti-
zation will have been required to pay about $5 billion to $6 billion more
in taxes than they would have paid without rapid amortization.

This, of course, is merely a calculation of the cost to taxpayers of the
rapid amortization program. A thorough analysis would require a

comparison of this with the benefits of the program.

2. Description of Present Emergency Amortization Program

a. legislation and regulations

Emergency amortization of defense facilities is provided by section

168 of the Internal Revenue Code of 1954. This was taken over with-
out substantive change from section 124A of the Internal Revenue
Code of 1939. The section provides that a taxpayer may at his elec-

tion amortize a part of the cost of an emergency facility over a period
of 60 consecutive months, beginning not later than the beginning of
the taxable year following the year in which the facility was completed
or acquired. At any time the taxpayer may revoke his election to take
rapid amortization and depreciate the remaining cost of the property
in the normal way (sec. 168 (a)-(c)).1

Normally, an emergency facility can be only plant and equipment
constructed or installed after December 31, 1949, if such construction or

1 During World War II it was provided that if the emergency was terminated before the
completion of 60 months, then the income for the completed months could be recomputed
spreading the total amount to be amortized over the shorter period. No such option
was offered in the 1950 enactment.
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installation lias been determined by the Office of Defense Mobilization
to be necessaiy in the interest of national defense during an emergency
period declared by the President (sec. 168 (d), (e)). Only in rare
cases may the value of land be subject to emergency amortization.
Also, in rare cases, a preexisting facility acquired by the taxpayer may
be eligible for rapid amortization if such acquisition is necessary in

the interest of national defense (ODM Regulation 1, sec. 2 (c) ).

The taxpayer must establish the defense necessity by acquiring a
"necessity certificate"' from the Office of Defense Mobilization. As
to the timing of this certificate, the statute provides that: (1) rapid
amortization may only apply to the part of cost attributable to con-
struction or installation after 1919; and (2) the application must be
filed before either March 21, 1951, or a date 6 months after beginning
of construction or installation, whichever is later (sec. 168 (e)).

ODM Regulation 1, section 4 (d) provides tighter restrictions on the
time for filing. The application for a necessity certificate must be
filed prior to the start of construction or installation in the ordinary
case. An exception is made where issuance of certificates for a par-
ticular type of facility was open for a while, then suspended, and later

reopened. Facilities started in the period in which the particular
program was closed may still obtain necessity certificates, if application
is filed within 30 days after reopening of the program, but only
for the part of the asset constructed or installed within 6 months of
application. 2 In summary, the statute gives ODM power to set rules
on timing of applications and also sets up limits on retroactivity,

i. e., applications for construction already underway. ODM has not
been as retroactive as they could have been under the statute.

A necessity certificate will only be issued if in the opinion of the
Office of Defense Mobilization the material or services to be provided
are "necessary in the interest of national defense." The statute offers

no guidance as to the meaning of defense need but this concept is

elaborated in the regulations. It must be determined that there exists

a shortage of the facilities for the production of the particular material
or service. This shortage may be determined with reference to the
adequacy of such facility in a particular region or with reference
to the necessity for stanclbjr capacity. The regulation of the Office

of Defense Mobilization specifies, in addition, a number of other
considerations that will be taken into account in issuing a necessity
certificate. These include: Improved technology; assurance of fair

opportunity for small business participation; promotion of competi-
tive enterprise; factors bearing on the ability of applicant to con-
struct and manage the facility; the location of the facility with regard
to military security and dispersion standards: the degree of which
the facility will alleviate the production shortage; other forms of
special assistance provided by the Government: and the availability
at the location of the proposed facility of other factors of production
including manpower, housing, transportation, etc. (ODM Regulation
l.sec.2).

The certificate of necessity will provide that a certain portion of the
cost of the facility will be subject to 5-year amortization. On the aver-

2 A further exception relates to facilities begun before March 1, 1952, in which case
the application for a certificate had to be filed within 6 months after the beginning of
construction or installation.
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age, the percentage has been slightly over 60 percent. The statute

merely states that this shall be the portion attributable to defense pur-
poses (sec. 168 (e) (1)). The regulations give general principles for
this percentage, viz, the percentage to be allowed is to be determined by
the probable economic usefulness of the facility after 5 years and the
additional incentives to the minimum amount deemed necessary to se-

cure the expansion of industrial capacity. The regulations also specify

that consideration is given to a large number of factors including the
character of the business, normal depreciation rates, expansion in a
competitive field, risk, increased cost due to emergency conditions,

assistance to small business, promotion of competitive enterprise, com-
pliance with other Government policies such as manpower and disper-

sion, and other relevant factors (ODM Regulation 1, sec. 3).

Authority for certain aspects of the rapid amortization program,
e. g., the emphasis on small-business participation, is derived from the

Defense Production Act of 1950 which established the Office of Defense
Mobilization.
The necessity certificate specifies a time by which construction or

acquisition of the facility must commence. In particular circum-
stances, if a taxpayer encountered delays in getting the facility in

operation, he may request an extension of time. The granting of this

extension is at the option of the Office of Defense Mobilization.

In addition, the necessity certificate will include a description of the
facility to be constructed or installed and an estimate of the cost. If
the facility constructed is the same as that certified, the percentage of
rapid amortization will apply to the actual cost even though this may
exceed the estimate due to increase of prices of material and labor.

Where the facility constructed varies from the facility certified due
to increase in area, size, or capacity, the percentage of certification will

apply to the actual cost provided that it does not exceed the estimate
by more than 15 percent. If the additional cost is more than this, the
taxpayer must apply for a supplemental necessity certificate (ODM
Regulation 1, Interpretation 1)

.

Section 1238 of the Internal Revenue Code provides a restriction

against a possible abuse of the rapid amortization deduction. Ordi-
narily the gain on the sale of depreciable property is treated as capital

gain. This section provides, however, that on the sale of property
which has been subject to emergency amortization so much of the gain
as is attributable to the excess of 5-year amortization deductions over
normal depreciation shall be treated as ordinary income and not capital

gain.

B. PROCEDURE BY THE OFFICE OF DEFENSE MOBILIZATION' 3

To carry out the function of issuing necessity certificates, the Office

of Defense Mobilization has established 228 expansion goals. (Most
of these goals have since been closed.) Each goal relates to a particu-
lar material or service which is, or was, deemed to be necessary for
national defense. The goals run from such broad categories as iron

8 For detailed description of procedural aspects of the tax amortization program in
ODM, compare Review of Tax Amortization Program (Defense Production Act Progress
Report No. 25 ). Joint Committee on Defense Production, S. Rept. No. 154, 83d Cong.,
1st sess.. April 20, 1953.

85335—56 1
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ore (No. 132), electric power (No. 55), and scientific instruments

(No. 176) to such specifics as metallurgical chromite (No. 19) or

synthetic cryolite (No. 83).

With respect to each goal a delegate agency is named. The princi-

pal delegate agencies are Interior (mineral production, petroleum and
power categories), and Commerce (most manufacturing categories).

The ICC is the delegate agency for most transportation categories. It

is the initial responsibility for the delegate agency to obtain an estimate

of the defense requirements for a particular material or service by
contacting interested Government agencies, i. e., the user agencies.

The delegate agency also estimates the quantity of the particular

material or service which will be available from existing capacity

(less normal retirements) and which will probably be available from
additions to existing capacities which are definitely planned by pri-

vate industries irrespective of tax amortization.

The Office of Defense Mobilization, working with the delegate

agency, and consulting with the user agency where necessary, estab-

lishes an expansion goal for the particular material or service which
is required. In addition to defense requirements and expected capac-

ity, this expansion goal takes into consideration the prospective de-

cline in civilian demand that could be enforced during an emergency,
the conversion possibilities of existing equipment, the stockpiling

possibility, and the dependence on foreign imports that would not
be available during an emergencj^.

There is also established by ODM a pattern of the percentage of
certification that will be allowed on necessity certificates issued under
this particular goal. Ordinarily, the pattern will include a basic

percentage for all expansions under the goal, plus additional per-

centages that will be allowed for particular circumstances, as described

in ODM regulations. At this stage there is consultation with the
delegate agency, the user agencies (usually Defense and Atomic
Energy) and from the advisory agencies, Civil Defense, Defense
Manpower Administration, Department of Justice, and Small Busi-
ness Administration. There are general patterns which are followed
in the percentage of certifications. For example, the basic pattern
for light industry is :

4

Percent

Special equipment 80-100
Standard equipment 65-75
Buildings of exceptional design 60-100
Buildings of standard design 40-50

Deviations from this pattern would be announced where special cir-

cumstances in an industry suggested the need for more or less incen-

tive.

Formally, a goal will be an objective of increased productive
capacity to be reached by a stated time, and certifications will be made
only for facilities to be in operation by that time. Ordinarily, certifi-

cates will be issued to applicants on a first-come basis until the expan-
sion that can be foreseen within the industry (both with and without
necessity certificates) is adequate to meet defense needs. At that
point, the goal will be closed for new applicants or temporarily sus-

pended. If, before the goal is closed, the applications for necessity

* ODM, Financial Policy Activity, Program Memorandum III-l.
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certificates exceed the required expansion, the Office of Defense Mobil-
ization and the delegate agency may work out a system for allocating

the available necessity certificates. Ordinarily, this will be a point
system in which the various applicants will be awarded points on the
basis of demonstrated ability, location in a labor surplus area, small
business, use of plentiful materials, and so forth. Advice is also

obtained at this stage from the user agencies and advisory agencies.

There is a clearance procedure for applications for each specific

certification. In all cases the application to ODM is referred to the
delegate agency for review and recommendation. In selected cases

there may be additional consultation with the user agencies and the
advisory agencies.

Two aspects of an application are given a fairly routine treatment.

Each application is classified as small business or not according to a
small-business definition set up by the Small Business Administration.
This definition varies between industries. (A "small" steel plant is

bigger than a "small" machine shop.) An application which is

designated as small business may get special consideration in the
issuance of a certificate and if it obtains a certificate it receives auto-

matically a 5-percent higher percentage of certification only in manu-
facturing. Each application is also designated as to whether or not
the plant will be in a labor surplus area. This is based on a current
classification of such areas by the Department of Labor. An applica-

tion designated as from a labor surplus area will also receive special

consideration in the issuance of a certificate and if the certificate is

awarded it will obtain an additional percentage of certification up to

25 percent.

Dispersion criteria are also applied to each application.

In some cases, it may be found that the 5-year amortization program
is not a sufficient incentive to stimulate the desired expansion even
allowing for increases in the percentage of certification. In that case,

the goal may be closed and another course followed. Other forms of
assistance to firms may be used such as guaranteed loans, or a long-
term (say 5-year) procurement guaranty for the output of the plant.

These aids would most likely be used in addition to emergency amorti-
zation. Alternatively the short material may be dealt with by plan-
ning on wartime conversion of facilities designed to produce some-
thing else, or by building up a stockpile of it, or by revising the
mobilization plans to use less of the short material.

C. THE VALUE OF A 5-TEAR AMORTIZATION" CERTIFICATE TO THE HOLDER

It has become quite common to describe an emergency amortization
certificate as the equivalent of an interest-free loan from the Gov-
ernment to the taxpayer.
The description is useful because, in fact, the taxpayer increases

current deductions at the expense of a more or less equivalent decrease
in future deductions. At constant tax rates, and assuming no wasted
deductions in loss years, this amounts to a mere postponement of
taxes. The taxpayer could either gain or lose by changing tax rates

in the future. If tax rates should go down in the future, the taxpayer
would have the advantage of having used a large part of his deduc-
tions against the higher present taxes. If tax rates should go up in
the future, the taxpayer would have lost some of his advantages. At
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the present time it would appear that there is not much basis for
assuming a future increase in the corporate tax rate short of another
war situation. On the other hand, it is a common expectation that
increasing levels of income in the future should permit some tax-rate
reduction.8 It would be fair to say that a taxpayer who usese rapid
amortization is not likely to lose from changing tax rates.

The deceptive aspect of describing rapid amortization as merely
an interest-free loan is that an interest-free loan is worth some current
cash. If the Government should give an individual a 10-year interest-

free loan for $100 the individual could immediately invest $75 in a
series E Government savings bond, which would provide enough
money after 10 years to pay off the loan. The remaining $25 would
be a net gain to the recipient of the interest-free loan ; it is one way of
describing the cash value of the loan.

It is possible, therefore, to describe 5-year amortization certificates

in terms of their current dollar value. This is done in table 4. That
table calculates the present value of various depreciation schedules,
assuming rates of interest of 6 percent and 10 percent and a 52 percent
corporate tax rate. The excess of the current value of the amortiza-
tion deductions over that of normal depreciation deductions is the
value of a certificate.

Table 4 is simply an exercise in discounting. Five-year amortiza-
tion of 100 percent of the cost of a $100 asset allows deductions of
$20 a year, which under a 52-percent tax involves a saving of $10.40
per year. These are obviously worth now something less than 5 times
$10.40. Discounting at 6 percent the current value is $43.80. If
the asset had a normal life of, say, 50 years, then normal depreciation
deductions would have spread the tax savings over the next 50 years,

and their current value, at the time of investment, would be less.

Again discounting at 6 percent the current value of sum-of-the-years-
digits depreciation would be $23.20. The value of the certificate would
be $20.60, equivalent to about 21 percent of the cost of the asset. If
it is assumed that money is worth 10 percent a year to businesses,

then the value of amortization certificates is larger.9

In particular cases, the value of a rapid amortization certificate

must be weighed in the light of number of circumstances. These
circumstances include all of the conditions that constitute a handi-
cap for a firm that participates in the expansion program, as well as

incidental benefits of a certificate.

One disadvantage is that if the expansion program is a large one the
firm's competitors will have expanded also which should increase the
supply of its product and lower prices in the future. Also the firm
may have been induced to build the new facility several years before
the facility could be fully utilized by current demand so that the firm
may be saddled with extra carrying costs for several years. The firm

8 Actually an automatic reduction in the corporate tax rate is provided under present
law, to take effect in 1957.

9 Undoubtedly most firms could borrow some money at 6 percent or less. It is probably
unrealistic to assume that a firm could finance a large expansion by debt only. This would
result in a topheavy debt structure, and it would make the firm a poorer risk. Many lend-
ers might refuse the loan or insist upon higher rates. For really large new investments as
a firm must think in terms of new equity money as well as new borrowings. The "cost"
of new equity money is higher than 6 percent. Dr. Joel Dean (head of Joel Dean Asso-
ciates, and professor of business economics, Columbia University) spoke of the overall
cost of capital for railroads as 10 percent. He used this rate for the appropriate discount
rate in the same sort of calculation used above in Study of Tax Amortization Program
(Railroad Freight Cars), hearings before Subcommittee on Legal and Monetary Affairs,
House Committee on Government Operations, 84th Cong., 1st sess., pp. 163-199, passim.
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may have been required to put up the new facility at a time when
the demand for such facilities was exceptionally high causing the
construction costs to be inflated.

On the other hand, the rapid amortization deduction may have been
effective in reducing the level of profit that was subject to contract
renegotiation. In many situations possession of the certificate may
have been critical for getting bank loans.

It is impossible to make a general statement about the net advantage
or disadvantage of participations in the expansion program that
would apply to all types of products. In the following material
where the expansion programs are examined in specific materials and
services, an attempt will be made under each expansion goal to evalu-

ate the advantage and disadvantage of rapid amortization pertinent

to that industry.

Table 4.- -The present cash value of 100 percent and 50 percent zmergency
amortisation certificates for $100 assets of various lives

A. 6 PERCENT DISCOUNT RATE

Present value of $100 of future deductions Net value of certificate

Life of asset
100 percent,
5-year amor-

tization

60 percent,
5-year amor-

tization,

40 percent,
SYD

100 percent,
sum-of-years

digits
100 percent 60 percent

10 $43. 80
43.80
43.80
43.80
43.80

$42. 90
40.40
38.40
36.90
35.60

$41. 60
35.20
30.20
26. 40
23.20

$2.20
8.60
13.60
17.40
20.60

$1.30
20 5.20
30 8.20
40 : 10. 50
60 12.40

I!. 10 PERCENT DISCOUNT RATE

10 $39. 40
39.40
39.40
39.40
39.40

$38. 20
35.00
32.80
31.30
30.20

$36.40
28.40
23. 00
19.20
16.30

$3. 00
11.00
16.40
20.20
23.10

$1.80
20
30

6.60
9.80

40
50

12.10
13.90

Note.—Calculation assumes a 52-percent corporate tax rate.

3. Detailed Description of the Problems Involved in a
Continuation of Emergency Amortization

a. difficulty of determining defense needs

The defense need for the program of emergency amortization is

the central question in this area. Defense must be provided but
the program should be continued only if it is an effective way of pro-
viding for defense needs. Several aspects of the question require

attention. This staff cannot weigh the defense essentiality of par-
ticular expansion programs. But, since the tax laws are being used
to carry out a part of the defense program, this staff can properly
raise questions about the procedural aspects of achieving defense in

this way.
In the first place it can be observed that the assignment given to

the administrators of this program is extremely difficult. The cur-

rent objective of providing long-term needs requires remarkably
good forecasting. This is different from the immediate production
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requirements dealt with in wartime amortization. Anyone can rec-
ognize a current shortage, but predicting future shortages is a dif-

ferent matter. Perfect forecasting is impossible and good forecast-
ing extremely difficult. The question that arises here is whether
forecasting which is only moderately good is not really worse than
no forecasting at all.

It is generally assumed in a private enterprise economy that by re-

sponding to profit incentives business firms develop the most efficient

pattern of new investment. If we compare a certain tax rate that
provides selective emergency amortization with a lower tax rate

without such a provision it would seem clear that the same total

amount of investment could be obtained in either way. The ques-

tion more specifically is: Is the investment better because of the

amortization device? This choice is seen most clearly in the use
of amortization during a war period. In those periods we have used
an excess-profits tax for the very deliberate purpose of discouraging
most forms of investment and we have offset this by the use of certifi-

cates of necessity to permit the special kinds of investment that were
currently needed for the war.
In the present period it is not easy to recognize how the pattern

of private investment can be improved upon. Three particular dif-

ficulties might be noted.

The first difficulty is deciding what kind of a war we are preparing
for. Currently the mobilization planning is directed toward a war
similar to World War II, lasting several years and fought principally

abroad. This leads to different plans than would the assumption of

a nuclear bomb war. There is less emphasis on plant dispersion and
less emphasis on duplication of basic facilities so as to be able to

absorb bomb damage without major disruption of plans.

The second difficulty of this mobilization planning is the matter of
achieving balance in economic growth. To be effective economic
growth has to be balanced in a special way. The production of each
of the different things needed must expand but these different things

must expand at different rates, depending upon the variations of
market demand for them. It is not obvious that some central board
can look over the complex industrial scene and decide what propor-
tions of growth are necessary. A program of increasing aluminum-
production capacity would not solve the problem of airplane produc-
tion in a defense period unless appropriate capacity for all of the
other things that go into airplanes was also available, and the proper
proportions of these components depend upon each future change in

technology.
Beyond the problem of finding the right balance is the difficulty of

handling new developments. The certifying board must walk a
delicate line between excessive reliance on the old tested products and
fliers on new ideas which may not prove to be the best of available new
ideas. The fact that amortization certificates are available for cer-

tain new products, such as titanium will make it possible for producers
of this to get a larger share of available risk funds and scientific per-
sonnel. This would orobably mean slower devel pment of other new
products which the Mobilization Board did not consider so promising.
These basic difficulties of a long-continued emergency amortization

program were well stated by the Secretary of the Treasury, George
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M. Humphrey, before the Subcommittee on Legal and Monetary
Affairs of the House Committee on Government Operations

:

Emergency amortization served a useful purpose during the early phases of

rebuilding and expanding defense plant capacity to meet that emergency. How-
ever, the accelerated tax writeoff is an artificial stimulus of a dangerous type.

Its indefinite continuance involves the very real danger that interests receiving

the benefits of it come to rely upon it to the detriment of others who are not

so favored. A defense-mobilization program on a substantial scale may be essen-

tial for years to come. Expansion of our defense facilities should be an integral

part of our broad, orderly, long-range, natural economic growth. Our basic

defense capacity cannot soundly be separated from the broad base of productive

capacity in general on which our Nation relies for its economic strength. Arti-

ficial stimulants may well become artificial controls. Because this one is not

of universal application but is bestowed only upon some who especially qualify

as against others who do not, it could become a hindrance to sound, balanced,

vigorous growth of our whole free economy. It is not the American way * * *.

If, in the wisdom of the Congress, such subsidies or assistance to special com-
munities or for special purposes are desired, then appropriations should be made
for the purpose which can be submitted to the Congress through regular chan-
nels where the amounts will be well known and where the Congress specifically

can vote in favor of or in opposition to special treatment for any group. Under
this program of tax reduction in special cases, our net revenues can be reduced
and our deficits increased without formal action or appropriations by the Con-
gress. This use of the tax laws, where the stimulants are applied by men, not

by law, is appropriate only in an emergency or under special conditions under
rigid restrictions when usual procedures are inadequate for our protection.

10

All of these difficulties cannot deny the benefit of some mobiliza-

tion planning. They do raise some question of procedure.. For
example

:

(i) Should the concept of "defense" be narrowed in the statute?

(ii) Should there be any congressional checks on the broad de-

cisions left to the administrators in this field ?

(iii) Would the relationship between defense needs and costs be
better evaluated if the program were handled as a direct subsidy in-

stead of a concealed tax benefit ?

(iv) Alternatively, should emergency amortization be limited to

assets of doubtful long-run usefulness, relying on direct subsidies

elsewhere ?

B. LONG-RANGE LEVELS OF THE PROGRAM

There is, at least, a general impression that the major function of
emergency amortization has already been accomplished and that from
now on certification will be limited to a few exceptional items such as

a plant for building some new type of guided missile that may be
developed.
The objectives of the emergency amortization program since 1950

raise a serious doubt about this kind of forecast. Much of the present
program is directed at inducing an increase of capacity in areas that
have a large civilian demand, such as freight cars and electric power.
When a program is closed in such a line there is every reason to expect
the rate of new investment to be lower than the rate of growth of
civilian demand. Actually this has turned up repeatedly in the ex-

perience with the result that some goals had to be reopened. If we
continue to need the type of defense readiness that we needed in the

10 Study of Tax Amortization (Railroad Freight Cars) hearing before the Subcommittee
on Legal and Monetary Affairs of the Committee on Government Operations, House of
Representatives, 84th Cong., 1st sess., July 18, 1955, pp. 74-75.
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early 1950's, then many goals will have to be reopened. The program
will continue to be expensive. Of course, defense is expensive and it

must be paid for one way or another. Paying for it this way, if it is to

be done, should be a conscious decision.

An additional long-run problem arises from the fact that we are

largely encouraging duplication of peacetime facilities. A sudden
pulling out of this encouragement in a broad scale is very likely to have
repercussions on the aggregate of business investment. This was cer-

tainly an element in 1954 although at that time the decline in ODM
certifications was offset in late 1954 by the more modest accelerated

depreciation schedules which were made available to a larger number
of firms.

C. EFFECTS BETWEEN FIRMS

It is a problem of emergency amortization, as it is of any Govern-
ment subsidy, that a choice must be made between allowing the subsidy
only where it is needed and allowing it generously between firms

simlarly situated so as to avoid competitive inequalities. Consider
two firms in a comparable position, A and B, and assume that A plans
to undertake a particular investment which is needed for the defense
effort. A similar effort might be required of B. Should B alone be
subsidized or should competitive equality be preserved by also sub-
sidizing A for something that it was going to do anyway ? The opera-
tion of the emergency amortization program should be examined in

order to describe the balance struck between these opposite approaches.
Particular attention must be given to the possibilities that the

amortization program might consistently favor large firms over small
firms. There is at least an implication of this result in the objective

of the present program which is to provide some sort of overcapacity

in an industry. If a plant subject to rapid amortization was the
only investment of a firm in an over-expanded industry, the firm

would not be able to use the extra large deduction in the first 5 years
of its operation. It would more likely prefer to take no deduction in

these years and then charge off the cost of the plant when there was a
substantial market for its product. The large deduction would, how-
ever, be an advantage in the first years if the firm had income from
another source which is the typical situation of the larger firm that

is producing several lines of products.

There is some conscious attention given to the small business prob-
lem by the administrators of the amortization program and the effects

of the program on small business in 2 particular industries has been
examined in 2 special reports by the Attorney General. This situa-

tion should be reviewed.



PART III. CASE STUDIES IN THE OPERATION OF THE
AMORTIZATION PROGRAM

Under the program of issuing tax amortization certificates for
emergency facilities 228 expansion goals were established. Clearly-

different considerations are involved in each goal and examina-
tion in detail of each goal would be impossible within the limita-

tions of this review. It is, nevertheless, important that a theoretical

analysis of the problems of emergency amortization be related to

actual experience. This report takes the approach of examining the
operation of the program as it has developed under a limited number
of goals. These are here regarded as case studies.

The program for electric power was selected for the first case study.

The effort has been made to select other goals where the nature of the
end product involved would lead one to believe that different problems
can arise.

1. Electric Power

Certificates issued for producers of electric power constitute about
15 percent (in dollars) of the total certificates under the tax amorti-
zation program. In addition to mere size this program is interest-

ing because there is a rapidly increasing civilian market for electric

power. The purpose of the tax amortization program is simply to

encourage the construction of additional facilities before they are

needed in the civilian market. Finally, the statistical data in this

industry relating to capacity and foreseeable expenditures are un-
usually well developed so that the consequences of the program may
be seen very clearly.

A. CRITERIA FOR EXPANSION

The expansion objectives in electric power were first established in
in 1951 and were revised upward in March 1952, and again in August
1952.1 The August expansion objective called for an addition to

capacity of 42 million kilowatts. This would increase the 75 million
kilowatt capacity at the end of 1951 to a level of 117 million kilowatts

to be achieved by December 31, 1956. This expansion was scheduled
as follows:

Million
Kilowatts

1952 7
1953 10
1954 12
1955 12
1956 1

1 The following historical summary of the expansion program in electric power is,

except where otherwise indicated, based on an Office of Defense Mobilization staff paper,
Idaho Power Co.—Hydroelectric Projects on the Snake River at Oxbow and Brownlee

—

Oregon and Idaho, dated January 11, 1956.

23
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An expansion goal in electric power was established because a survey
of public and private power organizations indicated that planned
expansion would not be adequate to meet this requirement. For
example, in 1951 the expansion planned by the companies without
taking into account rapid tax amortization was for 17 million kilowatts

by the end of 1954 while the foregoing schedule indicated a need for
29 million kilowatts by that time.

In November 1953, the Office of Defense Mobilization and the De-
fense Electric Power Administration estimated that planned con-
struction of electric power facilities both under certificates and not
under certificates would reach the goal of 117 million kilowatts by
December 1956. At that time the goal was suspended and applications
for rapid amortization certificates were accepted but held in abeyance.
Through November 1953, $4.2 billion of electric power expansion

was granted rapid tax amortization through emergency certificates.

These provided for rapid amortization of $1.9 billion, or on the aver-
age, 45 percent of the cost of the facilities. This expansion when com-
pleted would provide an addition to capacity of 21 million kilowatts,
exactly one-half of the estimated requirement for increased electric

power capacity of 42 million kilowatts, by December 1956. Other
capacity expansion was to be provided by publicly owned power
companies and cooperatives who were not taxable and did not need
certificates, and by private companies expanding without certificates.

Actually, the capacity reached at the end of 1956 is now estimated
at 12*2 million kilowatts rather than 117 million kilowatts but the
demand for electric power is running higher also and the margin of
extra capacity is not as large as was planned. Again in 1955 the elec-

tric capacity needs were reexamined and a new goal of 150 million
kilowatts was established to be reached by December 31, 1958. This
program was temporarily suspended in August and September 1955,
and then reopened for applications to be filed before December 31,

1955. Under the 1955 program capacity additions providing 12 mil-

lion kilowatts were given certificates of necessity covering on the
average 45 percent of their cost. The goal was again closed at the end
of 1955 when a capacity of 145 million kilowatts rather than the
planned 150 million kilowatts was foreseen by the end of 1958. 2

The expansion between 1956 and 1958, is is now estimated, will be
23 million kilowatts in total and the 12 million kilowatts under certi-

ficates of necessity again amounts to about 50 percent of the total

expansion.
It remains to talk about how this program was related to a specific

objective for power development. Genevalty, investment in power
facilities is planned in terms of estimated capacity and the expected

peak load during the year. It has been asserted that ordinarily an
electric utility company will plan its investment so as to have a capacity

capable of generating 15 percent more than its peak power demand.
This 15-percent margin is made up of a 10-percent necessary excess to

cover line losses in transmission, normal breakdowns, and facilities

idle during repair. Beyond this it is typical practice to have a 5-per-

cent excess capacity for unexpected development.

a Based on estimates obtained from the Defense Power Supply Coordinator, Department
of the Interior.
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The Office of Defense Mobilization lias recognized two objectives of
a Government policy with respect to electric power in the present de-
fense situation. In the first place, some of the present peak load is

related to defense expenditures which could fall off more or less sud-
denly. The Government is concerned that this part of present demand
should not be met by calling on the 5 percent held for unforseen devel-
opments. The second, and more important, consideration in Gov-
ernment policy is that a sudden shift to full mobilization would
increase the peak power loads, for example, by requiring a number of
industrial firms to start operating with 2 or 3 shifts. To be pre-
pared for a sudden full mobilization of this sort it is estimated that
an excess capacity in the neighborhood of 20 percent is required. The
size of this margin, the extra 5 percent above the normal 15 percent, is

determined from negotiations with the defense agencies, particularly
the Department of Defense and the Atomic Energy Commission.
When the goal of 150 million kilowatts was established for the

second round of electric power expansion ODM was operating on an
assumption that for full mobilization a reserve of excess capacity in
the neighborhood of 24 percent was required. Requests for certifica-

tions for new plants that came in by the end of 1955 plus the unassisted
expansion indicated at that time showed that a capacity of the 145
million kilowatts would be reached which provided a reserve of only
20 percent. At that time the goal was closed apparently on the
assumption that a 20 percent reserve was all that was really required.
This extra need for power under a full mobilization program has

been estimated only in general terms. It has not been determined,
for example, in terms of specific plants, which would permit the agen-
cies to estimate in which parts of the country additional power capac-
ity would be needed in the event of full mobilization ; thus, the Office of
Defense Mobilization encourages capacity expansion without regard
to whether or not there is a potential mobilization need within the area
serviced by any particular expansion.

This is not altogether satisfactory. To a limited extent excess power
can be transferred for considerable distances by a process similar to

bumping. If there is excess capacity at the western end of a chain
of producers and an excess demand at the eastern end, each company
in the chain can transfer power to its neighbor to the east to service

the western fringe of the neighbor's territory. This will result in

more power being available at the eastern end of the chain. There is

considerable line loss of electricity in this sort of transfer and not
all parts of the country are connected on the same power grid. For
example, excess of power produced in the New England area cannot
be transferred outside of that area.

B. DETERMINATION OF PERCENTAGES ON PARTICULAR CERTIFICATES

In a period in which the electric power expansion goal is open there

appears to be only one cause for outright rejection of a specific appli-

cant, namely, location too close to a possible target area. If fhe
location of the applicant is satisfactory in this regard, he is assured of
rapid amortization on at least 35 percent of the cost of his facilities

merely by applying for a certificate at a time when the goal is open.
The allowance of a percentage of the cost above 35 percent for rapid

amortization depends upon a particular calculation of the degree of



26 AMORTIZATION OF EMERGENCY DEFENSE FACILITIES

excess capacity which the company has undertaken, and it is further

modified by the amount above 35 percent allowed for rapid amortiza-

tion to the particular firm on previous certificates. Since the working
of this formula throws a great deal of light on the operation of the

program the formula is examined in detail. Although a number of

calculations are involved, each one taken by itself is fairly simple and
the whole process can be easily explained by going through the various

steps of the calculation

:

(i) Under the expansion plan for which the company is re-

questing rapid amortization the growth in total capacity is cal-

culated through 1958 and 10 percent of that capacity is deducted as

the normal minimum margin in order to calculate the amount of
capacity that the company will have available and in operation to

meet expected peak loads.

(ii) The company's own peak-load growth from 1939 to 1949 is

extrapolated through 1958 and further. (This is done by calculating

the average percentage growth from 1939 to 1949 as modified below
and applying this percentage growth to the peak load for the year
1949.) This growth rate is assumed to reflect the various circum-
stances which have caused the area which the particular company
services to grow more or less than the entire country. The actual fig-

ure obtained in the 10-year period is further reduced by about 25 per-

cent because the peak electric demand for the whole country grew at a
25-percent faster rate between 1939 and 1949 than it did over the longer
period, 1929 to 1949. It would be fair to say that basically this esti-

mate of growth and normal demand is based upon United States
experience over the 20-year period, 1929 to 1949, including a major de-
pression and a war with a modification for the relative position of
various companies in the 10-year period, 1939 to 1949.

(iii) These calculations will usually show effective capacity in
excess of the assumed normal demand. It is considered irrele-

vant that the company may be operating at the present time with an ab-
solute minimum of excess capacity. The calculation is really designed
to show what the position of the company would be if the defense
program were suddenly terminated, the rapid growth of the economy
since 1950 was forgotten, and the economy went back to its smaller
growth rate that it followed from 1929 to 1949. To illustrate this
calculation of excess capacity it might be determined that a particular
new expansion for which a company requests rapid tax amortization
will bring its installed capacity up to 1,000 megawatts (million
watts) in 1958. A 10-percent reserve allowance would indicate the
capability for carrying a peak load of 900 megawatts. The trend
projection may indicate that the normal peak load for this company
in 1958 should have been 780 megawatts. Thus, the company is

credited with a development over normal of 120 megawatts.
(iv) The next step in the calculation converts this calculation of

excess capacity into terms of "years of overdevelopment." This can
best be explained by continuing the above example. Assume that the
growth of peak loads computed under the formula described in (ii)

would indicate growth after 1959 as follows

:
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Year
Normal
growth

(megawatts)

Years
ahead of
normal

Over
develop-
ment

(megawatt-
years)

1959 . 20
22
24
26
28

1

2
3
4
5

20

I960 --- 44

1961 72

1962 104

1963 140

Total 120 380

Note.—The expected growth should show a constant percentage from year to year instead of the pattern

shown here. These figures were used for simplification.

In 5 years the load growth should catch up to the 1958 capacity

(less the minimum 10 percent reserve allowance). Twenty
megawatts of the excess capacity would be needed by the year 1960,

so that the company is given credit for carrying this excess for 1 year.

The next 22 megawatts of excess capacity will not be needed until

1960 under the normal assumptions and thus must be carried for

2 years. In this line the company is given credit for 44 megawatt
years of excess capacity. The calculation finally shows a total of 380
megawatt years of excess capacity.

(v) If the company has received no previous certificates for rapid

tax amortization the planned expansion in capacity for which they

are requesting a certificate is divided into the calculated megawatt-
years of excess capacity. In the example the expansion for which
the company was requesting a certificate would increase capacity by
126 megawatts. It would follow that the company is anticipating

its growth on the average 3 years ahead (126 divided into 380).

The company is given a larger percentage of rapid amortization of

10 points for each year of anticipated growth, an additional percent-

age of certificates of 30 points bringing their percentage up to the

maximum of 65 percent of the cost of the expansion.

(vi) If in its previous applications for rapid tax amortization the
company has been allowed an additional percentage for overdevelop-
ment beyond 35 percent, the amount of the previous expansion which
was granted extra amortization is deducted from the calculated mega-
watt-years of overdevelopment obtained in paragraph (d).

G. TAX AMORTIZATION AND RATE REGULATION

Prior to evaluating the tax-amortization program in electric power,
it is necessary to note the implications of rate regulation in this field.

The pattern, now well established among regulatory agencies, re-

gards emergency amortization as an interest-free loan, the financial

benefit of which should accrue to the company.
The ratemaking aspects of rapid tax amortization were treated by

the Federal Power Commission in Opinion No. 264, December 3, 1953.3

This corresponds to that adopted by all but one of the States. (Ac-
tually State regulation covers a far larger portion of actual sales than

8 Docket No. R—126. This position corresponds to that taken in connection with
regulation of prices of natural-gas producers. One Commissioner dissented in each case.
More recently the same treatment has been specified by the FPC rn connection with the
accelerated depreciation methods provided by sec. 167 of the Internal Revenue Code of
1954.
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does Federal regulation.) The position has also been upheld by the

courts {City of Detroit v. Federal Power Comm., U. S. Circuit Court
for D. C., December 15, 1955).

Briefly the treatment is as follows

:

(i) Only straight-line depreciation, not rapid amortization, is al-

lowed as a cost for ratemaking purposes.

(ii) A tentative Federal income tax is computed as if only straight-

line depreciation had been taken, and this is allowed as a cost. The
excess of this over the actual tax is charged to a reserve for future

taxes. Without new certificates, the reserve would begin to be drawn
upon after 5 years when the tentative tax computed as above will be

smaller than the actual tax.

(iii) The investment itself on which the certificate is issued is added
to the capital account without regard to any consideration of its being
excess capacity.

(iv) In all public-utility rate regulation an allowable return on
value of assets is considered a cost for rate-fixing. Thus, the smaller

book depreciation makes the rate base larger.

On balance, it is clearly seen that this whole treatment is the same
that would result from ignoring the amortization and considering that

the Treasury has loaned the company part of its current tax liability.

This "loan" bears no interest but it is not deducted from the capital

account so the firm is allowed a return on this part of "its capital.*'

D. EVALUATION OF THE TAX AMORTIZATION PROGRAM IN ELECTRIC POWER

Several conclusions with respect to the tax amortization program
in electric power are suggested. These may be stated briefly first

and then developed at greater length.

(i) If the stated objective of an extra reserve of electric power ca-

pacity for potential war needs is to be met over any long period of
defense mobilization it would appear that some form of special as-

sistance such as tax amortization will be needed in the future.

(ii) The formula established for determining the percentage of an
investment which is subject to 5-year amortization is not closely

related to the stated goals of expansion.
(iii) Even where the formula awards an extra benefit for exactly

the extra investment which the program is supposed to encourage,
the extra benefit is unlikely to be closely related to the cost to the com-
pany of building ahead of time.

(iv) A striking thing about the tax amortization program in the
electric power field is that it is an incentive that operates only for
private taxable utilities, and not for the publicly owned companies.
These points are elaborated below

:

(i) The permanence of the program.—It should be clear that if an
excess capacity of 15 percent of peak load is a normal industry level,

and if a Government program succeeds in raising this to 20 percent,
the excess would be back to 15 percent very rapidly after the Gov-
ernment program is terminated. The 1055 experience is instructive.
The first expansion program was designed to encourage new invest-
ment that would come into operation by the end of 1954. At that
time an excess of capacity over peak load of 20.5 percent was achieved.
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It appears that by the end of 1956 this excess will be reduced to

exactly 15 percent.4

The fact that the program of increasing electric capacity must
be long continued is not itself a criticism of the objective. It does
emphasize the fact that the objective is not cheap. If the rapid
amortization program was accepted in this field on the assumption
that issuance of certificates would drop off once the initial programs
were wound up, then the Congress should reexamine the justification

of the program. Recognition of the long run situation might also

suggest that the cost of capacity expansion is greater if capacity is

permitted periodically to fall below mobilization needs, as in 1956, to

be followed by a large scale program to catch up.

Looking to the very long run it should be noted that other factors

might arise to modify this analysis. The Electrical World, for

example, in making its long-run prediction of the electrical-business

outlook, notes that in some regions hot-weather peak electrical de-

mands are rising due to increased use of air-conditioning equipment
and in some cases are exceeding the traditional December peak loads.

They speculate that this will tend to push the electric companies into

providing larger gross margins over peak loads as a matter of ordinary

business policy. They specifically speak of the gross margin of ca-

pacity over peak loads of 22 percent.5 If this situation does develop,

presumably it would call for a still larger margin of capacity over

peak loads to provide any given defense reserve in addition to these

business loads.

(ii) Criticism, of ODM formula for obtaining the percentage of
investment cost to certify.—The mechanics of the percentage of cost

formula has been described above. It will be recalled that all invest-

ment in periods when the goal was open obtained at least 35 percent

of the cost for rapid amortization. An additional 10, 20, or 30 percent

was allowed depending on whether the formula showed that the par-

ticular investment was being built 1, 2, or 3 years ahead of time.

This can best be analyzed by examining the cases in which the formula
accords various rates. The problem is to determine whether or not

there is in each situation some impediment to investment which re-

quires special Government assistance. Overcoming this impediment
is a cost of the expansion program.

(a) Certification of only 35 percent

:

It is perfectly clear that there is no special cost of expansion in

building capacity up to the 1929-49 trend line. Since 1947 total sales

of electricity have been growing at a pace one and one-half times the

1929 to 1949 rate.

There could be a slight problem here if the program in a particular

year builds up demand for electric generating equipment to the point

of forcing up prices that would have to be paid even by companies
going through only normal expansion.

For three reasons this is not much of a hardship. Producers of

electric generating equipment have also been getting emergency cer-

tificates which should tend to increase supply and avoid price in-

creases. In addition, the utility companies will probably get a cor-

* Calculation based on data from Defense Power Supply Coordinator, Office of Assistant
Secretary of Water and Power, U. S. Department of the Interior.

* Electrical World, September 17, 1956, p. 161.



30 AMORTIZATION OF EMERGENCY DEFENSE FACILITIES

responding return on capital if cost does go up. Finally, this price

pressure will be minimized if ODM tries to maintain a given level of

excess capacity instead of letting it slip back as in 195G requiring a
new crash program.

(5) Since the formula for normal growth is very crude, the cases

of over 35 percent certification can be analyzed in two groups. The
first group includes those cases that get credit for "overinvestment"

due only to the inadequacy of the projection formula.

The formula gives credit for capacity beyond 10 percent of peak
load. Since it appears to be conceded that 15 percent is an industry

normal, it follows that some companies have gotten extra amortization

allowances in some cases for following normal industry practice.

There is certainly no abnormal expansion cost in normal practice.

(e) The formula may, in addition to these arbitrary results, deal

with two cases of true excess. The first of these deals with capacity

which is just adequate by normal standards to meet the present de-

mand. This might be called excess if a sudden contraction of defense
programs would mean demand for electricity well below production
capacity. There could be a special risk in this situation. The ques-

tion is how much 1

A sudden decline in defense programs need not involve a significant

decline in aggregate demand. Other Government expenditures might
increase or taxes could be cut, permitting larger civilian expenditures.

On balance this could, however, mean lower demand for electricity

because the civilian requirements might involve less demand by the big
electricity users, for example, aluminum. In very rough terms it could
be estimated that a 50-percent decline in the defense programs could
cause less of a decline in electric demand than the normal growth
of one-half year. 6

In addition the formula gives credit for new installations over a
rather low projection of "normal." The base period for calculating
"normal" was 1929 to 1919, a period including the worst depression
in our history plus 4 years of our most expensive war. Actually the
growth rate in peak loads from 1929 to 1919 was about 6 percent a year.

From 1947 to 1952 (before any effects of the program), this rate was
9 percent. From 1950 through the estimated figure for 1956 the peak
loads grew at an average rate of 9.5 percent per year. 7 The Electric

World, a principal trade journal in the industry, calculates that the
growth in peak loads through 1970 will average 7.5 percent per year.8

Under the formula a company located in a region of average growth
could get credit for excess by expanding since 1949 at somewhat over
60 percent of the growth in its own peak loads and below widely held
estimates of its growth of demand.
One could say that for the country as a whole the "risk" involved in

a sudden pulling out of the defense expenditures is not great. Cer-

6 Defense procurement, construction, and research expenditures are about $20 billion
out of $40 billion total defense expenditures. A $20 billion shift from defense expendi-
tures to civilian should involve a $10 billion decline in heavy industry output, offset by
about a $5 billion increase in heavy industry civilian output, a decline' in heavy industry
output of about 5 percent. Heavy industry provides less than one-half of demand for
electricity. Even a 50 percent decline in defense programs would appear to reduce electric
demand in neighborhood of 2 percent.

' Figures on peak loads 1939-55 from Federal Power Commission Annual Report for
1955, p. 67. Estimated figures. 1950-50. from FPC statistical release S-17 series, sec. 3,
report No. 56-6e. Figures before 1939 from Edison Electrical Institute, Statistical Bulletin
No. 22, p. 10.

8 Electric World, September 17, 1956, p. 161.
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tainly the optimistic state of business markets generally indicates that

this risk is considered negligible.

We come at long last to the true excess with which the program is

properly concerned, i. e., the investment that gives a company a
capacity of 20 percent over currently estimated peak load rather than
a normal 15 percent. Basically, this involves extra costs of carrying
the investment for 1 or more years before it is really needed. A year's

interest cost might be 6 percent of the investment, a year's deprecia-

tion 2 percent, and maintenance 1 percent. The extra cost of building
1 year ahead of capacity is about 9 percent of the cost.

Over a period of time there is reason to expect that this extra cost

may be built into the regulated price structure. If a firm maintains
this ratio of capital to output, then the price allowed by the local util-

ity commission would cover the cost of the extra capital.

In the short run the regulated price could be adjusted to a more
normal capital ratio, and there might be no price adjustment when
the capital is suddenly expanded to 20 percent of peak load. The
cost of anticipating investment by 1 year has been put at 9 percent.
Tinder the formula a 1-year anticipation involves an extra 10 percent
of the cost eligible for 5-year amortization. In part II the benefit of
amortizing 100 percent of a 50-year asset in 5 years was calculated at

about 20 percent of the cost of the investment. An extra 10-percent
amortization would then involve a benefit of only 2 percent of the cost

of the anticipation.

The benefit of the extra amortization is small compared to what
could be obtained by investment which is not ahead of normal. In
fact, however, a company may get credit for the full extra capital

cost in the rate set by the local public-utility commission. This should
in fact be the normal thing if the company maintains its investment
ahead of requirements by any given percentage. The case where the
company would not get credit for the extra capital cost is most likely

the situation where the company has more or less suddenly increased
its capacity relative to need and there has not been time to get the rate
adjustment. Depending on these circumstances the amortization
formula would appear to give either too little or too much.

2. Freight Cars

a. the freight-car problem

The expansion goal for freight cars has amounted to an important
part of the defense-mobilization program for transportation. The
estimated useful service life for freight cars has been set by the In-
ternal Revenue Service at about 30 years, so 5 year amortization is a
significant benefit.

An evaluation of the ODM program in freight cars must take into
consideration a number of complicating factors.

(i) The number of freight cars is only one element in the freight-
carrying capacity of railroads. Actually, during the period covered
by the emergency amortization program the number of freight cars <

retired has exceeded the new cars purchased. The freight-carrying
capacity, however, has increased. Primary factors in this increase,
were the increased size of new cars, better maintenance practices, de-
cline in coal-carrying requirements for use of railroads themselves,
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increased operating speeds through dieselization, and central traffic

control. Another variable in the freight-carrying capacity is the effi-

ciency of car use by shippers which, to some extent, can be controlled

by the operating rules of the Interstate Commerce Commission.
(ii) The demand for freight-car space reaches a seasonal peak at

fall harvesttime, about 10 percent above the year's average, but freight

rates are constant through the year. It follows from this that it will

not be profitable for railroads to purchase all of the equipment neces-

sary to handle the peak load since the equipment would be idle the
rest of the time. The usual business reaction to seasonal demand, a
seasonal price, makes it profitable to meet a peak demand only because
the costs of extra equipment can be covered by extra revenues in the
busy season. Railroads can't do this under ICC rules.

(iii) In addition to seasonal shortages it could be expected that full

mobilization would involve extra demands on transportation. These
were estimated by a special commission set up by ODM in 1955 under
the chairmanship of Capt. Granville Conway, president of the Cos-
mopolitan Shipping Co., of New York. The committee estimated that
in the first year of mobilization there would be a need for 112,000 new
freight cars, 118,000 in the second year and 90,000 in the third year.

These increases were calculated from the starting point of 1953. It
also assumed that retirements would drop to 35,000 annually, about
half of the current rate.

(iv) A railroad that buys a freight car merely puts it into the

national pool. While it is being used by other roads the owning
railroad receives a rental of $2.40 per day. The rental rate is set by
ICC and is the subject of much argument.9 There is a sectional clash

between the areas that generate relatively more freight, the West,
and the area that receives relatively more freight, the east coast.

There is also a clash over the effects of a higher rental rate. Some
argue that a higher rental rate would encourage roads to buy freight

cars

;

10 others argue that a higher rental rate would increase the ten-

dency to send freight cars empty back to their home roads, instead

of using them, and on balance, that it would aggravate the shortage.11

Due to the complexity of this payment system it is possible that it

would be profitable for the railroads as a whole to acquire more freight

cars but it might not be profitable for any single road to buy cars

to put them into the pool. 12

(v) The railroads, faced with severe competition from air, road,

and water transportation, have operated on a very low rate of return,

around 3 percent. This makes the problem quite different from the

electric-power situation described earlier. Electric-power rates can
be allowed to rise to cover any extra capital costs of the producers.

Rising railroad rates would probably shift a great deal of business

to other carriers.

9 See, for example, hearings before a subcommittee of Senate Committee on Interstate
and Foreign Commerce, hearings on S. 2770, a bill to permit ICC to impose certain penalty
rental fees on freight cars, March 29, May 7-8, 1956.

10 Cf. testimony of Mr. Elden Martin, vice president, Burlington Lines, ibid., p. 228.
11 Cf. testimony of Mr. James Symes, president of the Pennsylvania RR. Co., ibid.,

pp. 163 ff.

u Commissioner Clark of the ICC stated to a Senate subcommittee : "So long as a railroad

can fulfill its common-carrier responsibility with rented equipment, it has no economic
incentive to provide its fair share of an adequate car supply. The inevitable result is

that an adequate supply is never acquired," ibid., p. 5.
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B. RESULTS OF THE PROGRAM

For this survey we confine ourselves to the program for increasing

railroad ownership of freight cars. A good deal of the objective of

improving the transportation system has actually been achieved

through the amortization program for diesel locomotives and for the

installation of central traffic-control facilities. The Conway report

indicated that the locomotive situation is now satisfactory and that

the current program for Government payments to induce railroads

to stockpile certain large obsolete passenger cars puts that situation

in good condition for mobilization.

An expansion goal was set at 436,000 freight cars in April of 1952.

Under the original plan this goal was to be achieved by the end of

1955. Railroad acquisition of freight cars was nearly 88,000 in

1951 ; 67,000 in 1952, and 69,000 in 1953. This was almost up to a
pace that would have achieved the expansion goal by the end of 1955.

In this 3-year period acquisitions exceeded retirements by about
60,000. In 1954, however, due to the decline in business conditions

there was a 10 percent decline in total freight carloadings. In that
year the acquisition of freight cars dropped to 31,000 while 72,000
freight cars were retired. At this point the time for fulfilling the goal
was extended but the size of the goal was not changed.

It was announced that applications for certificates would be re-

ceived through 1955 for freight cars that would be ordered or au-
thorized by December 31, 1955. With rising business conditions in

1955 freight carloadings increased sharply and applications for cer-

tificates came in at such a rate that by the end of 1955 the total applica-
tions, from the beginning of the program, were for 495,000 freight
cars or 59,000 above the original goal. The goal was extended to cover
these applications and certifications for additional freight cars stopped
with applications filed after December 31, 1955.

During 1955 producers of freight cars were severely limited by the
widespread steel shortage and although they had ample orders to jus-

tify full-time operation they operated at about half capacity due to
the steel shortage.13 Thus the sum of new freight cars installed in

1955 was only 37,000 against retirements of 73,000. Acquisitions of
new freight cars picked up to about 6,000 per month in 1956 prior
to the steel strike.

It is estimated that the freight-car-production capacity of plants
in this country is about 10,000 ears per month.14 Unfilled orders
jumped during 1955 from about 16,000 to 145,000. It is interesting
that during the first 7 months of 1956 deliveries of new freight cars
have been 39,000 while the level of unfilled orders has declined by
36,000.

Despite the amortization program the number of freight cars
owned by American railroads declined from 1,833,000 at the begin-
ning of 1950 to 1,775,000 at the beginning of 1956. On balance there
has probably been some slight (2 percent) increase in the ability of
railroads to carry freight because of the various factors described
previously, larger cars, faster engines, and so forth. 15

m Testimony of Mr. Victor Cooley, Deputy Director, ODM, Senate hearings, on S. 2770,
1956, p. 161.

14 Testimony of Commissioner Clarke, ibid., p. 5.
=* Testimony of Dr. Arthur Flemming, Director ODM, Hearings on Tax Amortization

Program (Freight Cars)* Subcommittee on Legal and Monetary Affairs of House Commit-
tee on Government Operations, 1955, p. 5.
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Data is available on total freight carloadings and also there is pub-
lished a compilation of daily reports of freight-car surpluses and short-

ages at various terminal and loading points. Joint analysis of these

series will indicate variations in the requirements for railroad serv-

ices.
16

The shortage of freight cars was particularly severe from mid-1050
through the middle of 1951. The crisis began to weaken thereafter

although there were still severe shortages during harvest time in 1951
and 1052. By 1053 there was an adequate supply of freight cars dur-
ing most of the year and only insignificant shortages during harvest
time. At no time during the harvest period did the weekly report of
car shortages exceed the corresponding weekly report of car sur-

pluses. To some extent this was due to the 6 percent decline in car-

loadings from the level reached in 1051 when there were heavy ship-

ments associated with the Korean war. However, carloadings in 1053
were about the same as in 1052 and it was clear that the railroads were
in a better position to meet requirements in 1053 than in 1052. With
the declinem business activity in 1954 there were predominant freight-
car surpluses throughout the year and these persisted through the first

half of 1055. With the rapid pickup in business in 1055 and 1956
freight-car shortages were again predominant even though carloadings
in 1056, after ignoring the steel-strike months, were only 2 percent
over 1055 levels. The rapid increase in freight-car orders in 1055 indi-

cated an intention to provide capacity to deal with the demand that
actually materialized in 1055 and 1056. The persistent shortages could
be explained in terms of the steel shortage which prevented rapid de-
livery of the cars that were ordered.

Still, the new capacity to be provided by the expansion contracted
for in late 1055 appears to be aimed solely at replacing wornout ca-
pacity. If all freight cars on order at the end of 1055 were delivered
in 1056 and 1957 (which is consistent with assuming a continuation
of the present production rate), then the freight-car acquisitions, 1951
through 1057, will be 212,000. Assuming a continuation of the 1054-55
retirement rates,17 then the number of freight cars retired over this
period would be 200,000. Even if it is granted that 212,000 new cars
can maintain capacity in view of the retirements and the additional
aging of the rest of the fleet, there appears to be no allowance for in-
creased capacity, either to deal with growth of the economy or to pro-
vide a mobilization reserve. The Conway estimates of reserve needs
indicated requirements above the 1053 level.

C. CONCLUSIONS

Again the implications of the foregoing experience are summarized
and later developed in more detail.

(i) There is an indication that expansion of railroad capacity can
be described in two levels.

(a) The level of 1953 (adjusted in the future for what would appear
to be a very modest long-run growth)

.

"The daily reports of ear surpluses and shortages have shortcomings as a good
statistical series, cf. testimony of Arthur Cass, chairman, car service division. Association
of American Railroads, Senate hearings on S. 2770, 1&56, p. 91. It is considered, however,
that the figure is suitable for year to year comparisons of relative shortage.

o o™nm?i^~lone !r
Clarke uses tne same retirement assumption, cf. Senate hearings' *»n

«S. 2770, 1956, p. 5.
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(&) The level of defense preparedness. The defense preparedness

level might be 5 to 10 percent above the 1953 level.

(ii) It is suggested that an emergency amortization program can

make railroad Investment in freight cars higher than it would have
been, up to the 1953 level. There is no indication so far that the

amortization program offers enough incentive to push freight-car

investment above this level.

The experience through 1953 indicates that a rapid amortization

program can stimulate railroad expansion to the point of being able

to handle the demand during the annual peak periods. This was
accomplished in 1953 at the expense of having a surplus of available

cars equal to 2 to 5 percent through 8 of the 12 months. The previous

analysis suggested that operating by themselves the railroads prob-

ably'would not accommodate this demand without car shortages dur-

ing the harvest season. The fact that the railroads were able to handle
this peak demand without shortages in 1953 is significant as a result

of the emergency amortization program.18 It could be suggested that

an emergency amortization program would have to be more or less

continuous to maintain the railroads in the position of being able to

handle this peak demand without shortages.

The mere fact that railroads had sufficient capacity to handle peak
loads without shortages implies that some extra capacity would be
available during the balance of the year that could accommodate the
extra defense requirements. The implication of the Conway report

is, however, that this is not a sufficient excess capacity to deal with
defense needs. This is further borne out by the fact that average
freight carloadings in 1951 during the Korean war were 6 percent
above the 1953 average. In no week in 1953 was there an average daily

surplus of freight cars as large as 6 percent of available cars. It is a
question whether or not the incentive provided by a rapid amortization
program is ample to provide railroad capacity above the amount that
would be required to handle only normal peak traffic demands. The
development in 1954 is significant in this regard. With the decline in

carloadings in 1954 the railroads had an opportunity to use rapid
amortization to provide freight-car capacity above the level of peak
demand. The railroads reacted to this situation, however, by drasti-

cally cutting freight-car purchases and increasing retirements. From
a theoretical standpoint it would not be surprising that this result

would come about since rapid amortization on a 30-year asset is equiva-
lent merely to a reduction of only 11 percent of the cost of the freight

car. It may be that a real defense reserve of freight cars could only
be achieved by means other than this tax allowance. For example, by
a Government program of purchase and rehabilitation of some old, but
not overage, cars.19 Such a program would be an incentive to the rail-

roads by facilitating the purchase of railroad cars for current needs
and at the same time have some extra capacity available for defense
requirements. This is essentially the present Government program for
passenger cars.

M Mr. William T. Faricy, president of the Association of American Railroads, made a
speech before the National Association of Shippers Advisory Boards on October 13, 1955,
in which he discussed long-term growth prospects for the railroads. He refers to the
situation at the end of 1953 as a satisfactory adjustment of supply to demand and
described growth requirements in terms of what was required to return to that situation.

19 This proposal was made by Dr. Joel Dean, Hearings on Tax Amortization Program
(Freight Cars), Subcommittee on Legal and Monetary Affairs, of House Committee on
Government Operations, 1955, p. 186.
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3. Aluminum

Unlike the programs described in electric power, freight cars, and
steel, the emergency program for expansion of capacity in primary
aluminum ingot capacity shows a picture of accomplishment that

leaves very little implication that the program will have to be re-

opened. Looking at the matter with the advantage of hindsight,

the question that arises is whether or not there was need for a primary
aluminum program in the first place.

A. BACKGROUND

An expansion goal for primary aluminum was first announced by
the Secretary of the Interior in December of 1950 at an expansion of

446,000 tons of capacity. At that time only three United States com
panies were producing primary aluminum. Certificates for 320,00-

>

tons of this expansion went to the 3 established producers, Alcoa.

Reynolds, and Kaiser. In this round, certificates were granted to

two companies new to the primary aluminum field, but these were
permitted to lapse.20 A certificate was also issued to the Anaconda
Aluminum Co., a subsidiary of the Anaconda Co., a <*iant in the copper
industry, which eventually went through with building a plant of

60,000 tons capacity.

A second round of aluminum expansion was initiated in May of

1951 with a goal of 288,000 tons. At this time all of the expansion
was placed with the three established companies.21

The capacity for production of primary aluminum, including ex-

pansion planned prior to the amortization program, was approxi-

mately 900,000 tons. This was already five times the level of 1939

production. The expansion under the first 2 rounds of certificates

provided for an expansion of 668,000 tons or almost 75 percent of the

basic capacity. This was also 93 percent of the actual production in

1950. As a war capacity goal this was remarkably high. It meant,
for example, that the planned capacity was such that the military

could take all of the prewar production and still civilian consumption
could increase.

Despite the size of this early expansion a third round was an-

nounced in August of 1951 for 200,000 tons, with 85 percent of cost

to be certified. The rule was also made at the time that certificates

under this goal would not be available to any of the established three

producers. The general concurrence of the Joint Committee on De-
fense Production was obtained on this policy.22

The problem of concentration in the production of primary alumi-

num needs to be described briefly. An antitrust decision was ren-

dered against Alcoa in 1945.23 Implementation of the decision was
left open since two new producers had entered the field in World
War II and the Court held up the carrying out of its decision until

the now situation could be evaluated. On the face of things the de-

20 Historical Reports on Defense Production No. 7, Aluminum Facilities Expansion for
Defense, U. S. Department of Commerce, National Production Authority, June 15, 1055,
p. 6.

21 Ibid., p. 6.
-'-' Ibid., p. 25. See also Defense Production Act Progress Report NO. 20, Aluminum

Program. .Tunc 30, 1952, Joint Committee on Defense Production.
» 148 F. 2d 416.
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velopment has been satisfactory. The price of aluminum was no
higher in December 1952 than it was in 1939, even though most metal

prices had more than doubled, and no significant technological changes

have occurred within the industry.24 Still it was considered that

sound competition required the presence of more firms.25

Following the announcement of a third round of expansion a num-
ber of developments appeared which had a joint effect on the situa-

tion. These may be listed as follows

:

(a) Only 3 certificates were issued, 1 to Olin Industries, Inc., for

a 110,000-ton plant, 1 to Harvey Machine Co. for a 54,000-ton plant,

and 1 to the Wheland Co. for a 50,000-ton plant.26

(b) The defense authorities reexamined their aluminum require-

ments and revised the figures downward.27

(c) Through late 1953 and early 1954 the civilian demand for alumi-

num softened which permitted some Government stockpiling.28

(d) The established three companies went ahead with expansion
plans without tax amortization assistance.

(e) In 1955 ODM announced that the third round of expansion
was closed except for the certificates already granted to Olin and
Harvey.29 Both of these companies, incidentally, are still having diffi-

culty getting plants constructed so neither project is yet completed.
As of July 1, 1956, the primary aluminum ingot capacity in the

United States was 1,737,000 tons capacity, and nearly another 800,000

tons was either under construction or planned, so that the prospective

output is 2.5 million tons, or 3 times the 1950 output.30 At the present
time about 15 percent of the output is required for direct-defense

needs, and nearly all of the civilian uses are of a character that could
be cut off in an emergency. There appears to be no prospect of a need
to reopen this goal in the foreseeable future. (Goals for particular
aluminum projects such as forgings may be open in the future.)

B. CONCLUSIONS

Primary aluminum represents one case where the objective of the
current amortization program was successfully met. A capacity ex-

pansion was encouraged in 1951-52. From there on the industry itself

took over, carried on the expansion and assured a more than adequate
capacity for defense needs.

The situation is that in aluminum we have a rapidly expanding in-

dustry which is still developing its potential uses. Some sort of tax
assistance could apparently provide a stimulus to growth at a particu-
lar time without slowing down the latter growth. The question, if

any, is whether or not the expansion by the three established pro-
ducers in 1951, 1952, and 1953 would not have been more than ade-
quate for defense needs even without amortization. Arguments on
both sides may be noted.

24 See Defense Production Act Progress Report No. 24, Aluminum Expansion Program
and Competition, January 2, 1953, Joint Committee on Defense Production.

2s Ibid., p. 3. See also letter from Attorney General McGrath to Secretary of Interior
Chapman, which advised caution in issuance of certificates to the established three pro-
ducers. Historical Reports No. 7, op. cit., p. 3 ff.

26 Third Annual Report of Joint Committee on Defense Production, 83d Cong., 2d sess.,
H. Rept. 1097, p. 32.

27 Fourth Annual Report of Joint Committee on Defense Production, 84th Cong., is^
sess.. H. Rept. 1, p. 30.

25 Ibid., p. 30.
29 ODM Press Release No. 434. September 22, 1955.
30 American Metal Market, October 23, 1956.
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(a) The expansion by the three established producers that came
into operation in 1955 was carried on without tax assistance through

1954 when general business conditions turned down, and after the

large first round of expansion. On the face of things investment in

1954 should have been relatively less attractive than investment in

1950-51, yet there was ample investment in 1954 without tax assist-

ance.

(b) It is possible that the absence of tax amortization certificates

in 1950-51 would have constituted a severe psychological handicap
in the arranging of financing. Aluminum plants are very expen-

sive and require considerable borrowing. In a period of widespread
defense investment, the bankers certainly look for a tax-amortization

certificate, not only because it will improve the financial liquidity of

the borrower but also because it constitutes a sort of governmental
approval of the need for the investment. It is very possible that a

great deal of normal investment requires tax amortization certificates

when such certificates are being passed out to a large number of other

companies.
The primary aluminum program also throws some light on the

problem of competition as a criterion for administering an amorti-
zation program. The fact that there were only three domestic pro-

ducers of primary aluminum in 1950 has been noted earlier. This is

not a small business problem because a new aluminum plant requires

an investment of upward of $40 million. Still, additional competi-
tion would be desirable. There were potential sources of new competi-
tion in the large aluminum fabricators, such as Harvey Machine, that

might want to have their own source of primary aluminum, plus the

copper companies that might want a hedge against the increasing
competition from aluminum.

It is suggested that using the tax amortization program to reduce
the concentration in an industry is not easy to accomplish. The new
producer brought in on the first round provides only 3 percent of cur-

rent output. Two new prospects were lined up on the third round by
rather drastic steps, viz., disqualifying the established 3 producers
and by offering very generous certificates (as evidenced by the fact
that the established 3 were ready to go ahead without certificates).

Even with this, and with additional help to Olin and Harvey, their
entry into the field is still not an accomplished fact.

It may be noted that the same situation appears in the nitrogen case
discussed below. There, a significant increase in the number of firms
in the industry was accomplished, but the circumstances indicated that
much of this investment would have taken place without amortization
certificates.

The argument is not made here that the administrators did know, or
even should have known, that their program was more generous than
necessary. The decisions on the size of the program often must be
made quickly when everything looks gray. It would appear from
these experiences, however, that only when the program by accident
or by design is more generous than necessary will it be possible for the
administrators to have sufficient operating room to make attractive
offers to new or small firms.
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4. Iron and Steel

As was the case in aluminum it appears that in the basic iron and

steel industry the mobilization program has substantially achieved its

objectives in a manner that would suggest that the goals should not

have to be reopened in the foreseeable future. Tax amortization has

not, however, been able to achieve such a state of preparedness in some

specialized steel products. In these areas new certifications may be

required in the near future under the assumptions of the program.

The capacity for production of steel ingots was approximately 101

million tons on January 1, 1950. After early tentative goals, expan-

sion goal No. 6 was set at 124 million tons of capacity for steel ingots.

The basic certification percentage was initially 75 percent and later

reduced to 65 percent of cost. At the same time a goal No
;
5 was set

for the principal ingredient of steel, viz, blast furnace pig iron, at

85 million tons, an increase of 15 million tons over the 1950 capacity.

The basic percentage of certification was 85 percent.

In the case of steel ingots this goal was achieved by the end of 1953

and blast-furnace pig-iron capacity was only slightly below its goal.

Both goals were closed December 3, 1953. Since the end of 1953 there

has been a slow growth in capacity at the rate of about 2 percent a

year. The slowness of this growth does not reflect any general sur-

plus of steel capacity. There has, in fact, been a more or less chronic

steel shortage for the past 2 years.

The question arises here, as it did in the other case studies, has this

steel program caught up for once and all with the mobilization need or

does the need grow almost as fast as the capacity ? The answer in the

iron and steel case is not easy.

In the first place, under total war conditions, the use of steel for

ordinary civilian consumption can be cut back to almost negligible

quantities. Under World War II type conditions about 50 percent of

the steel output would be required for direct military needs. Nearly
all of the remainder would be allocated to defense supporting activities

such as the construction of essential facilities for workers relocated at

the site of new defense plants.

Nevertheless our potential mobilization needs should also grow.
This can be seen most clearly if we refer briefly to the long-run prob-

lem. Many economic forecasters agree that an annual rate of growth
of output of 4 percent a year is quite likely in this country. Such a

rate would double the national output in 20 years. It is quite likely

that the economic capacity of our potential enemies would grow in

the same fashion. At that time presumably our all-out mobilization

plans would have to be about twice as large also. Put in more concrete

terms it would appear that our full mobilization requirements for such
basic materials as steel should grow at something close to the rate of

growth of total output.
The rate of growth of capacity in steel in the 2 years following the

close of the expansion goal was only slightly below the hypothetical

requirement, despite the fact that the period included the depressed
year of 1954. The significance of this appears to be that in our present
boom economy characterized by very high levels of demand for indus-

trial plant and equipment, and for automobiles, the current demand for

steel is as high as the steel demand that we would face in an all-out

war.
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It would appear, then, that the tax-amortization program has, once

and for all, caught up with defense needs, the margin is being main-
tained, and there should be no need for large additional programs in

this area. A letter from Reuben B. Robertson, Jr., Deputy Secretary

of Defense, to the Director of the Office of Defense Mobilization, dated
December 13, 1956, stated

:

It is difficult for us to forecast these revisions [of mobilization plans] upon the
determination of materials requirements in the event of mobilization ; it is prob-
able, however, that such requirements will be lower for most materials than they
have been in the past.

81

Whether we are permanently caught up on steel requirements may
depend on the maintenance of the special factors in the present civilian

economy which have generated the large current demand for steel. It

should also be recalled that the basic mobilization plan in which the

current program is based assumes a foreign war with negligible bomb
damage in the United States. If the defense planners should see the

need for an assumption of a war involving considerable bomb damage
in the United States, then a duplication of basic iron and steel facilities

could be required.

Outside of the basic iron and steel capacity, a problem arises which
is probably typical of a number of areas in which tax amortization
operates. In an industry with large current civilian demands and
also large potential military demands it is quite likely that the par-
ticular military end items will be different from the civilian end items.

The following data on domestic steel shipments in two selected forms
is indicative of the problem

:

[Million tons]

1940 1944 1950

Plate 4.1
12.6

12.6
12.2

5.2
8heet and strip •23.0

Source: Historical ':< i>orts on Defense Production No. 28, Iron and Steel, U. S. Department of Commerce
National Production Authority 1953, p. 22.

For the most part in mobilization planning we must work with a
civilian industry which may be converted to war use. It is clear that
the heavy steel plate needed for ships and tanks finds no important
civilian market. Civilian demand for steel is to a large extent in the
form of steel sheet such as that used for automobiles. Since the bene-
fits of a tax amortization certificate are small compared to the cost of
a plant, this inducement will not bring about a fully adequate increase
in steel mills designed to produce heavy steel plate. For tax amort iza-

tion to work there must be current demand for the product to produce
income against which to use the deduction.
In mobilization planning, for products such as heavy steel plate,

therefore, a great reliance must be placed on converting sheet and
strip mills. This is not as effective as having the heavy plate mills
ready to go in an emergency. The situation is that we will have
chronic areas where the defense preparedness can be carried out in the
most effective way and th i planners v ill have to !>e satisfied with the
substitute, a plant that can be converted with some expense and delay.

81 Office of Defense Mobilization Press Release No. 557, December 26, 1956.
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The relevance of this to tax amortization is that there will be con-
tinuously pressures to open up a goal to issue an amortization certificate

for a new plant that would produce, in this case, heavy steel plate.

The new plant may not produce a product which is immediately a

defense item. It may produce plates for mining equipment or for some
part for ocean vessels. The attractiveness of the plant from a mobiliza-

tion standpoint is that it could be turned to war production in an emer-
gency faster than some sheet mill that we presently plan to convert if

necessary. There may be a more or less steady stream of certifications

of this sort. In the steel industry, the dollar amount of these certifica-

tions would be far less than the programs already completed.

In the administration of the programs in iron and steel there has
been apparently no conscious effort to analyze or regulate the issuance

of certificates in terms of their impact on concentration in the industry.

Certificates were available to all firms and apparently nearly all com-
panies in the industry participated in the program to some extent.



PART IV. TECHNICAL PROBLEMS IN SECTIONS 168 AND
1238 OF THE INTERNAL REVENUE CODE OF 1954

Quite apart from the basic policy issues involved in connection"
with rapid tax amortization there are two technical problems in the
operation of the pertinent sections of the tax law to which the com-
mittee may wish to give attention.

A. Salvage Value Under Section 168

The basic section 168 contemplates that some part of the cost of a
defense facility will be subject to emergency amortization and the
balance to normal depreciation. The treatment of salvage value is

not clear.

Consider an asset costing $1 million with an expected 20-year life,

a 10-percent or $100,000 salvage value and a 50-percent amortization
certificate. It is the interpretation of the Internal Revenue Service
that half of the total cost is subject to 5-year amortization and the
balance, less half of the salvage value or $450,000, is subject to nor-
mal depreciation. An alternative interpretation would be that over
the 20 years the total amount to be deducted as amortization or de-

preciation should be only $900,000 ; that is, total cost less full salvage
value. Thus only $400,000 should be allowed for normal deprecia-

tion, and not $450,000.

The Congress may wish to amend the law so as to produce this

last interpretation. If so, an adjustment would be called for on the

part of firms that have taken too much depreciation. Where the as-

sets have not been sold it would be best to make a downward adjustment
in basis that would affect only future tax returns, rather than to re-

quire an adjustment of previous returns.

B. Evasion of Intent of Section 1238

Section 1238 of the Internal Revenue Code of 1954 was designed to

prohibit the use of emergency amortization to shift an item deductible

against the 25 percent capital gains tax into a deduction against

ordinary income tax. This section operates in the following way:
Assume an asset cost $1 million and was granted a 100-percent emer-
gency amortization certificate. After 5 years the tax basis of the
property, i. e., the unrecovered cost, would be zero. Assume further
that the property is sold at that time for $800,000. Ordinarily, the
sale of depreciable business property which results in a gain is taxable
at capital-gains rates. Section 1238, however, requires the taxpayer
to compute what the basis would have been after 5 years under a
normal depreciation method allowable under section 167. This might
be $600,000. Under section 1238, $600,000 of the gain is taxable as

ordinary income, and only the excess of $800,000 over $600,000 is

permitted to be taxed as a capital gain. Emergency amortization was
42
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intended only to shift the timing of deductions, and not to increase
their tax value. Without section 1238 the taxpayer could use emer-
gency amortization to deduct against ordinary income in the first 5
years what he otherwise would have deducted from the capital gain
when he sold the asset.

The problem is that the intent of section 1238 may be avoided under
the wording of the statute. There is not much to be gained from a
detailed listing of possible evasions of section 1238 at this time. Sev-
eral conceptual shortcomings may be pointed out. The statute speaks
of sale or exchange of an asset. There is at least doubt about the
result in many cases where the asset is sold as a part of a larger entity,

e. g., a business. There are also dispositions other than a sale or
exchange in which the transferee may acquire a new basis.

The policy issue involved is whether section 1238 is in all cases to
prevent emergency amortization from being used to convert ordinary
income into capital gain. If this policy is adopted by the committee
the necessary implementing legislation could be drafted. Such an
amendment should be considered whether or not section 168 is

continued. Very few of the facilities on which emergency amortiza-
tion was granted have already used up the 5-year amortization, and
these have done so only recently.



PART V. NONDEFENSE CRITERIA IN THE ADMINISTRA-
TION OF EMERGENCY AMORTIZATION

In principle, even a defense program must be conducted with an
awareness of its impact on the nondefense economy. If defense
programs were operated in such a way as to damage seriously the rest

of the economy, this would, at least in the long run, weaken the defense
potential. Still there are difficult decisions to be made about how
much weight to give to defense and nondefense considerations. In
this part of the report some consideration is given to three types of
situations which are not immediately connected with defense, viz.,

civilian consumption levels, small-business impacts, and use of labor-

surplus areas.

A. Civilian Consumption

Given a defense need for a particular product or service and an
estimate of productive capacity, the question still remains, How much
can civilian use be cut back in an emergency ?

It is an aspect of the sort of planning involved in the use of emer-
gency amortization certificates, that it will frequently be hard to

distinguish between civilian and military needs.
In the aluminum field, for example, it was estimated by ODM that

very considerable cutbacks in civilian consumption were possible.

This led to rejecting requests for certification of new aluminum facili-

ties at times when there was a considerable shortage in supply on cur-
rent markets. From the standpoint of economical management of the
program these denials should be applauded, but it must be observed
in passing that situations of this sort involve very great pressures on
the administrators, and other individuals may have less ability to
resist. Pressures may arise from both the industry immediately in-

volved and from other firms affected. A shortage of primary alumi-
num, for example, could mean serious losses to some aluminum fabri-

cators who might be unable to acquire adequate amounts of raw
material.

B. Small Business

Especially since World War II there has been great concern about
the tendency of a defense program to increase the relative advantage
of large business as against small business. Defense calls for a larger
proportion of heavy goods from firms that require a large capital in-

vestment. Largo businesses can hire the legal help necessary to oper-
ate efficiently under a system of defense-production rules that must be
formulated quickly. Defense-procurement people can quickly find a
large producer for a special job when it might take a long time to find
a competent small producer. The overall defense programs in World
War II have been criticized for these reasons. 1

1 See Economic Concentration in World War II, report of the Smaller War Plants
Corporation to the Senate Special Committee on Problems of Small Business, 79th Cong..
2d sess., S. Doc. 206, pp. 46-47.
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The present amortization statute has a certain built-in bias against

new firms or small firms with uncertain income prospects. Basically

the program is aimed at development of over capacity, but the firm is

permitted to lump all of its depreciation deductions in a period in

which the new capacity is not really needed by the industry. If the
new investment were the firm's only investment it is doubtful that
the firm would expect enough income in the first 5 years to make use

of the high deduction. The firm is only assured of taking the high
deduction if it has income from a number of other sources.

In addition to the small-business problem a rapid amortization pro-

gram has a certain built-in bias in favor of large firms already estab-

lished in an industry as opposed to other large firms that may wish
to enter a particular industry in which they have not operated before.

This arises from the fact that in a rapid expansion the technical

know-how already possessed by the established firm will prove to be
a larger advantage than it would be if the growth were slow. Also,
established firms would tend to lose from new competition so it would
be to their interest to control new capacity.

Section 168 of the Internal Revenue Code makes defense the sole

criterion for rapid amortization and makes no specific provision for
amortization to be operated as a program to aid small business or to

increase competition. Section 701 (d) of the Defense Production Act
of 1950, as amended, does require the Office of Defense Mobilization
to—

Explore all practical ways, whether by amendments to laws, policies, regu-
lations, or administrative plans, or otherwise, to increase the share of defense
procurement going to small business

—

The Defense Production Act makes no specific reference i j the manage-
ment of the rapid tax amortization program in favor o !' mall business
or in favor of increased competition. These two criteria were, how-
ever, specifically listed in the initial regulation issued by the Office

of Defense Mobilization dealing with rapid tax amortization.

Section 708 (e) of the Defense Production Act of 1950, as amended,
requires the Attorney General to make

—

* * * surveys for the purpose of determining any factors which may tend to
eliminate competition, create or strengthen monopolies, injure small business, or
otherwise promote undue concentration of economic power in the course of the
administration of this Act. Such surveys, and the reports hereafter required,
shall include studies of the voluntary agreements and programs authorized by
this section. The Attorney General shall submit to the Congress and the Presi-
dent within 90 days after the approval of this Act, and at least once every three
months, reports setting forth the results of such surveys and including such
recommendations as he may deem desirable.

The Attorney General has made two reports under this provision
dealing directly with the emergency amortization program. The
following summary is based on these two reports plus some additional
material relating to the aluminum program.
One program studied by the Department of Justice was the program

for expanding capacity in petroleum refining. In 1950 the 20 largest
producers accounted for 83.7 percent of the domestic refinery crude
runs by oil companies.2 Of the amount of new investment covered
by emergency amortization, only 73 percent went to the 20 largest

- Report of the Attorney General of the United States pursuant to sec. 708 (e) of
Defense Production Act of 1950, February 9, 1956, p. 13.



46 AMORTIZATION OF EMERGENCY DEFENSE FACILITIES

companies,3 with the result that their share of capacity had fallen by
1954 to 82 percent.4

The relative share of the 20 largest companies in amounts subject

to rapid amortization under this goal was highest in 1951, 76.8 percent,

when there was the greatest urgency about expansion. The share was
down to 66.5 percent for certification in 1955.5

The Attorney General's report concluded with respect to this pro-
gram, as follows

:

The major companies, nevertheless, have received by far the larger share.
Considering the emergency nature or the program and the overriding necessities
of national security it is designed to serve, expansion of production is naturally
sought from companies demonstrably capable of handling large-scale operations,
regardless of the fact that they may be already dominant in production. In
many instances, in fact, there may be no practical alternative. Nevertheless, the
need to preserve the free competitive basis of our industrial economy is also
urgent. That need is served only if incentive grants of any type go primarily to
the smaller companies, except where immediate defense necessity otherwise
requires.

9

The program for expanding the nitrogen industry was also ex-

amined by the Department of Justice. The output of this industry
is ordinarily used in the manufacture of fertilizers and commercial
chemicals but in wartime it is most important for explosives. In this

area there has been a very marked decentralization while the industry
as a whole was expanding. In 1951 there were 12 private operators in

the industry ; there were 33 in mid-1956. 7 The percentage share of the
output in the 5 largest companies declined from 74.3 percent in 1951 to

47.4 percent in 1956.8

Despite the large number of producers in this field, verj7 few can
be classed as small business since most are parts of large chemical or
petroleum companies. The share of small business was characterized

as negligible in the industry in 1951, and 6 percent in 1956.

On the face of things this was a remarkable strengthening of com-
petitive forces in the industry. The certificates issued in this program
were issued during three rounds of expansion, in 1950, 1952, and 1954.

In each case there were more than enough applicants to reach the

desired goal, and it fell to ODM to select between candidates. In the

first round emphasis was upon a rapid increase in capacity from
assured sources so little emphasis was given to small business.9 In
the second and third rounds, factors like experience were given less

weight in selecting between applicants and specific consideration wn.<?

given for smallness and for absence of a previous certificate.10

While the emergency amortization program deserves credit for in-

creasing competition in the nitrate industry it is appropriate to ex-

amine the cost. In each round of exprusion the terms of the certifica-

tions were so favorable, in the light of the basic soundness of the

investment, that applications "flooded'' in and the flow of new invest-

ment has continued since the last goal was closed. Between the end
of 1950 and mid-1956 capacity increased from 1,464,000 tons to 3,461,-

000 tons. Of this slightly less than one-half or 985,000 tons were under

3 Ibid., p. 10.
• Ibid., p. 13.
6 Ibid., p. 17.
8 Ibid., p. 19.
7 Report of the Attorney General of United States pursuant to sec. 708 (e) of Defense

Production Aot of 1950, August 9, 1956, p. 19.
• Ibid., p. 20.
• Ibid.., pp. 22-23.
» Ibid., pp. 23-27.
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certificate of necessity and 1,012,000 tons were unassisted. Facilities

with capacity of 714,000 tons have been constructed unassisted since
the expansion goal was last closed.11

Under circumstances like this, when the Government is extending
a relatively unneeded, or overly generous benefit it is clearly possible
to pick and choose between applicants so as to benefit new firms. This
was done but the question arises, Should anything have been done at
all? By hindsight, at least, it appears that the significance of the
emergency amortization program in this area was predominantly a
program to divert a part of expansion that was going to take place
anyway to new firms. Even this deconcentration in the industry
might have taken place in any case since nine of the new companies in
the industry have come in with unassisted expansion since the goal
was closed.

In this connection it is appropriate to recall some of the circum-
stances of the aluminum goal discussed above. Even more than nitro-
gen, the aluminum industry was characterized by a very high level

of concentration in 1950, being limited in fact to three producers of
aluminum ingot. Certificates under the first two rounds of expansion
went almost exclusively to the established producers.
In the third round of aluminum expansion the rule was laid down

that no certificates could be issued to the established three producers.
Certificates were given to two new producers. At the same time the
established producers made considerable expansion without neces-
sity certificates. The complication is similar to that of the nitrogen
experience, that if the amortization program is to be used to change
the degree of concentration in an industry, certificates have to be
given on very generous terms, and a clear preference to small or new
business must be extended.12

It may be suggested that the operation of the emergency amor-
tization program with respect to small business has not been very clear

between two possible objectives. The possible objectives can be stated
broadly as follows:

( 1 ) It is the objective to strengthen defense capacity without increas-

ing relative concentration in industry, and without putting small busi-

ness at a disadvantage.

(2) Not only should the defense capacity be strengthened, but also

the number of producers in various fields should be increased so as to

strengthen the competitive base of the economy. (Note that this ob-
jective involves more than diversification of sources because that could
be accomplished by allowing existing producers to build new plants.

)

These two objectives are rather wide apart and the situation may
call for some clarification of congressional intent. In the petroleum
case ODM fully satisfied the first objective but there was a suggestion
of criticism by the Attorney General that the second objective had not
been attained, that small and new business had not been positively ad-
vanced. In the nitrogen case the question is raised as to whether or
not the program was needed at all under the first objective. Was the
nitrogen program, at least after 1952, conducted solely to help new
producers with their financing problems? The same question arises

in aluminum. After the early expansion, did we really need more if

11 Ibid., table No. IV appendix.
M Defense Production Act Progress Report No. 20 (S. Rept. No. 1987) Aluminum

Program, June 30, 1952, Joint Committee on Defense Production.
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we were in a position to refuse offers from the established three com-
panies? If the second objective is sound it should be recognized that

this makes the program more expensive.

It might be well to recognize that if an objective of increased com-
petition is followed this will be more significant in inducing estab-

lished firms to enter new fields rather than in aiding small or new
businesses as such. The experience in the nitrogen and aluminum
programs is significant in this regard. The new companies in the
production o. primary aluminum turned out to be large aluminum
fabricators wlio could afford to make an investment in the neighbor-
hood of $40 million. In the nitrogen case almost all of the new pro-
ducers were established large companies from either the petroleum or
chemical industries who had not previously engaged in producing
nitrates.

C. LABOR SURPLUS AREAS

Under the present practice of ODM applications for certification

are classified according to the location of their proposed facility in a
more or less serious labor-surplus area. These classifications are based
upon estimates made by the United States Department of Labor. In
an area with a large surplus a particular applicant may receive an
additional 25 points in the percentage of cost subject to emergency
amortization. If an excess of applications are received under a par-
ticular goal, special consideration in selecting applicants may or may
not be given on the basis of location in a labor-surplus area.

There is no record of controversy about this particular criterion
although there has been considerable argument over the policy of
awarding procurement contracts at higher than the lowest bid price
in labor-surplus areas. 13 The argument about procurement involved
the point that even in an area not characterized as one with a labor
surplus there could be unemployment of labor in a particular industry.
To an extent a firm in a labor-surplus area has certain advantages in
the availability of needed specialists and less pressure on wages. The
question is whether or not there is an excessive sacrifice to efficiency

in allowing further financial advantages.
The same question is present in emergency amortization, although

to a lesser degree, since the inducement, a higher rate of accelerated
amortization, is less spectacular than a price differential.

Some more explicit statement of congressional policy in this area
may be desirable.

13 See Defense Production Act Progress Report No. 18, hearings before Joint Committee
on Defense Production on Procurement in Labor Surplus Areas, February G, 1952.
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